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SECURITIES  AND  EXCHANGE 
COMMISSION 

[17  CFR  Part  240] 

[Release  No.  34-15926;  Hie  No.  S7-787] 

Designation  of  National  Market  System 
Securities 

agency:  Securities  and  Exchange 
Commission. 

action:  Proposed  rulemaking. 

summary:  The  Conunission  proposes  to 
adopt  a  rule  which  would  provide 
procedures  by  securities  which  would 
be  designated  as  qualified  for  trading  in 
a  national  market  system.  The 
Commission  also  requests  comment  on 
certain  issues  raised  by  the  inclusion  of 
securities  currently  traded  solely  over- 
the-counter  in  a  national  market  system 
and  proposes  rule  amendments  which 
would  require  the  dissemination  of 
transaction  and  quotation  information 
with  respect  to  certain  seciuities  which 
are  currently  traded  solely  over-the- 
counter. 

DATES:  Comments  should  be  submitted 
on  or  before  August  15, 1979. 

ADDRESSES:  Persons  wishing  to  submit 
written  comments  should  file  ten  copies 
thereof  with  George  A.  Fitzsimmons, 
Secretary.  Securities  and  Exchange 
Commission,  Room  892,  500  North 
Capitol  Street  Washington,  D.C.  20549. 
All  submissions  should  refer  to  File  No. 
S7-787  and  will  be  available  for  public 
inspection  at  the  Commission’s  I^blic 
Reference  Room,  Room  6101, 1100  L 
Street  NW.,  Washington,  D.C. 

FOR  FURTHER  INFORMATION  CONTACT: 
Richard  Ketchum,  Branch  Chief, 

Division  of  Market  Regulation, 

Securities  and  Exchange  Commission. 
Room  387, 500  North  Capitol  Street 
Washington,  D.C.  20549  (202)  755-8916. 
SUPPLEMENTARY  INFORMATION:  The 
Securities  and  Exchange  Commission  is 
publishing  for  comment  Proposed  Rule 
llAa2-l  (17  CFR  240.1lAa2-l)  under  the 
Securities  Exchange  Act  of  1934  (the 
"Exchange  Act”)  (15  U.S.C.  78a  et  seq., 
as  amended  by  ^b.  L  No.  94-29  (June  4, 
1975)]  which.  iiP  adopted,  would  provide 
procedures  by  which  securities  would 
be  designated  as  qualified  for  trading  in 
a  national  market  system  (“national 
market  system  securities").  In  addition, 
the  Commission  proposes  rule 
'  amendments  which  would  require  the 
dissemination  of  transaction  and 
quotation  information  with  respect  to 
certain  securities  currently  traded  solely 
over-the-counter  (“OTC  securities”) 
within  two  months  after  the  date 


("effective  date")  the  Commission 
approves  a  designation  plan  submitted 
by  the  self-regulatory  organizations 
pursuant  to  Proposed  Rule  llAa2-l.* 

I.  Background 

The  Securities  Acts  Amendments  of 
1975  (Pub.  L  No.  94-29  (June  4, 1975)) 

(the  “1975  Amendments”)  established  as 
a  purpose  of  the'Exchange  Act  the  need 
"to  remove  impediments  to  and  perfect 
the  mechanism,  of  a  national  market 
system  for  securities,”  *  and  directed 
the  Commission  to  “facilitate  the 
establishment”  of  that  system.*  The  1975 
Amendments  did  not  specify  which 
securities  should  be  included  in  a 
national  market  system.  Instead,  in 
consonance  with  Congress*  intention  to 
provide  the  Commission  with 
“maximum  flexibility”  *  in  facilitating 
the  creation  of  a  national  market 
system.  Section  llA(a](2)  of  the 
Exchange  Act  provides  that 

The  Commission,  by  rule,  shall  designate 
the  securities  or  classes  of  securities  qualified 
for  trading  in  the  national  maricet  ^stem 
•  •  *_§ 

The  Senate  Committee  on  Banking, 
Housing  and  Urban  Affairs  (“Senate 
Committee”)  recognized  the  general 
flexibility  provided  the  Commission  in 
facilitating  the  creation  of  a  national 
market  system  and  specifically 
indicated,  with  respect  to  the 
Commission’s  designation  authority, 
that: 

[l]t  is  not  the  intention  of  the  bill  to  force 
all  markets  for  all  securities  into  a  single 
mold.  Therefore,  in  implementing  the  bill's 
objectives,  the  SEC  would  have  the  power  to 
classify  maikets,  firms,  and  securities  in  any 
manner  it  deems  necessary  or  appropriate  in 
the  public  interest  or  for  the  protection  of 
investors  and  to  facilitate  the  development  of 

'See  text  accompanying  notes  8&-105,  infra. 

*  Section  2  of  the  Exchange  Act,  15  U.S.C.  78b. 

*  Section  llA(a](2)  of  the  Exchange  Act,  15  U.S.C. 
78k-l(a](2). 

*The  Report  of  the  Senate  Committee  on  Banking, 
Housing  and  Urban  Affairs  to  accompany  S.  249 
stated  Aac 

[A]t  this  state  of  market  development  and 
technological  innovation  the  Committee  believes  it 
is  best  to  allow  maximum  flexibility  in  working  out 
specific  details.  For  these  reasons,  the  Committee 
determined  it  essential  that  the  Commission  be 
granted  broad,  discretionary  powers  to  oversee  the 
development  of  a  national  m^et  system  and  to 
implement  its  specific  components  in  accordance 
with  the  findings  and  to  cany  out  the  objectives  set 
forth  in  the  bill.  Senate  Comm,  on  Banki^  Housing 
ft  Urb.  Affs.,  Report  to  Accompany  S.  249,  S.  Rep. 
No.  94-75, 94th  Cong.,  1st  Sess.  7  (Comm.  Print  1975) 
(“Senate  Report"),  reprinted  in,  (1975]  U&  Code 
Cong,  ft  Ad.  News  179, 185.  See  also  Committee  of 
Conference.  H.  Conference  Rep.  No.  94-229,  HJL 
Rep.  No.  94-229, 94th  Cong.,  Ist  Sess.  92  (1975) 
(“Conference  Report"),  reprinted  in,  [1975]  U& 
Code  Cong,  ft  Ad.  News  321, 323-4. 

*15  U.S.C.  78k-l(a)(2). 


subsystems  within  the  national  market 
system.* 

In  keeping  with  this  preference  for 
flexibility,  the  legislative  history 
indicates  a  Congressional  belief  that  the 
Commission  should  evaluate  all 
characteristics  of  a  security  [e.g..  trading 
volume,  price  and  number  of 
stockholders)  which  are  indicative  of  the 
suitability  of  that  particular  security  (or 
class  of  seciuities]  for  inclusion  in  a 
national  market  system.* 

Subsequent  to  Ae  enactment  of  the 
1975  Amendments,  and  in  connection 
with  its  consideration  of  other  related 
issues,  the  Commission  began  its 
analysis  of  which  seciuities  would  be 
most  suitable  for  inclusion  in  national, 
market  system  facilities.  In  March  1976, 
the  Commission  formally  requested 
comment  on  various  issues  associated 
with  the  development  of  a  composite 
limit  order  book  (“composite  book”).* 
With  respect  to  the  question  of  what 
securities  should  be  included  in  the 
composite  book,  the  Commission  stated 
that 

A  number  of  possible  approaches  are 
possible,  including  limitiitg  the  book  to  (i) 
"eligible  securities”  included  in  the 
consolidated  transaction  reporting  system 
under  the  joint  industry  plan  declared 
effective  under  Rule  17a-15  under  the  Act;  (ii) 
only  eligible  securities  traded  in  multiple 
markets;  (iii)  all  listed  securities  (but  not 
options,  preferred  securities  or  debt 
securities);  (iv)  all  listed  securities;  (v)  all 
securities  cleared  by  registered  clearing 
agencies;  or  (vi)  all  securities.  The 
Commission  wishes  to  solicit  the  views  of 
commentators  on  the  desirability  and  impact 
on  cost  and  efficiency  of  including  (or 
excluding)  any  particular  type  of  listed 
security. 

In  addition,  the  Commission  would 
appreciate  receiving  views  regarding  the 
extent  to  which  the  composite  book  system 
can  or  should  differentiate  among  securities 
on  the  basis  of  whether  or  not  they  are  active 
or  inactive,  especially  with  reference  to  (i) 
any  additional  costs  of  including  less  active 
securities  and  (ii)  whether  automatic 
execution  can  be  achieved  for  very  active 
■  issues.* 


'Senate  Repert  supra  note  4,  at  7  [1975]  U.S. 

Code  Cong,  ft  Ad.  News  at  185. 

'The  Senate  Committee  recognized  that  many 
•ecuritiet  do  not  have  the  characteristics — e.g., 
trading  volume,  price,  and  number  of  stockholders — 
which  would  justify  auction-type  trading.  Within  a 
national  market  system,  seciuities  should  trade  in 
the  manner  most  appropriate  to  their 
diaracteristics,  consistent  with  the  public  interest 
However,  with  respect  to  seciuities  which  are 
suitable  for  auction  trading  the  Committee  believes 
tiiat  every  effort  should  be  made  to  design  the 
national  market  system  in  such  a  way  that  public 
investors  in  these  securities  receive  the  benefits  and 
ivotections  associated  with  auction-type  trading. 
Senate  Report  supra  note  4,  at  18  (1975)  U.S.  Code 
Cong,  ft  Ad  News  at  194-95. 

'Securities  Exchange  Act  Release  No.  12159 
(March  2. 1976),  9  S.E.C  Doc.  78  (“Mardi  Release"). 

*Id.  at  11, 9  SE.C.  Doa  at  79. 
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In  response  to  this  statement,  Hve  of 
the  commentators  recommended  that 
the  composite  book  should  include  only 
securities  (“reported  securities")  for 
which  realtime  transaction  information 
was  disseminated  through  the 
consolidated  transaction  reporting 
system  (“consolidated  system”).  “ 
Additionally,  Bunker  Ramo  and  the  SIA 
noted  their  belief  that  the  consolidated 
system  standards  should  be  employed 
not  only  for  selecting  securities  suitable 
for  inclusion  in  the  composite  book  but 
also  as  a  general  eligibility  standard  for 
all  fundamental  facdities  of  a  national 
market  system.  *•  ' 

On  the  other  hand,  both  the  Midwest 
Stock  Exchange,  Inc.  (“MSE")  and  the 
Pacific  Stock  Exchai^e,  Inc.  (“PSE”), 
emphasized  the  explicitly  stated 
Congressional  intent  that  only  those 
securities  which  were  suitable  for 
auction-type  trading  should  be  included 
in  the  composite  b<mk.^’ Additionally, 


“See  Letter  from  James  E.  Dow4  President, 
Boston  Stock  Exchange.  Inc.  ("BSE”),  to  George  A. 
Fitzsimmons.  Secretary,  %C,  dated  May  28, 1976 
(“BSE  Letter");  letter  from  M.  Sumner,  Securities 
Industry  Liaison.  Banker  Ramo  Corporation 
(“Bunker  Ramo”),  to  George  A.  Fitzsimmons, 
Secretary,  SEC,  dated  May  25. 1976  (“Bunker  Ramo 
Letter");  The  National  Market  System  Committee, 
New  York  Stock  Exchange,  Inc.  (“NYSE"),  A 
National  Market  System,  dated  July  1. 1978  (“NYSE 
Report");  Philadelphia  Stock  Exchange,  Ina 
(“PHlx"),  Report  on  the  National  Market  System, 
dated  Jidy  28. 1976  (“Pfelx  Report”)  and  Securities 
Industry  Association  (“SIA”),  Report  of  the  National 
Market  System  Committee,  dated  for  submission  to 
the  SIA's  Board  of  Directors,  June  3, 1976,  and 
approved  by  the  Board  on  June  10, 1976  (“SLA 
Report").  These  documents,  other  than  the  BSE 
Letter  which  is  contained  in  the  Commission's 
public  File  No.  S7-613,  are  all  contained  in  the 
Commission’s  public  File  No.  S7-619.  Since  the 
solicitation  of  comment  in  the  March  Release 
related  solely  to  the  composite  book,  the  comments 
on  that  Release  did  not  address  the  more  general 
issues  relating  to  the  designation  of  national  maiket 
system  securities.  Nevertheless,  these  comments 
provide  some  insight  on  the  views  of  interested 
commentators  on  the  issues  raised  by  this  more 
general  proceeding. 

“  The  Joint  industry  plan  for  the  consolidated 
system  requires  disseminatioa  of  transaction 
reports  in  "eligible  secuiities"  which  are  defined  as 
including:  (i)  Stocks  and  long-term  warrants  listed 
on  the  NYSE  (ii)  stocks  and  long-term  warrants 
listed  on  the  American  Stock  Exchange  (“Amex"), 
(iii)  stocks  and  long-term  warrants  listed  on  any 
other  exchange  meeting  the  original  listing 
requirements  of  the  NYSE  or  American  Stock 
Exchange.  Inc.  and  (iv)  any  right  to  acquire  any  of 
the  securities  described  in  (i)-(iii)  whi^  is  traded 
on  the  same  exchange.  See  Securities  Exchange  Act 
Release  No.  10784  (May  10, 1974),  39  FR 17799. 

“Bunker  Ramo  Letter  supra  note  10.  at  14.  SIA 
Report  supra  note  10.  at  9.  Bunker  Ramo  also  stated 
that  there  is  an  “obvious  tie-in"  between  the 
consolidated  system  and  a  composite  book  since 
transactions  involving  limit  orders  in  the  composite 
book  would  be  automatically  reported  to  the 
consolidated  system.  Bunker  Ramo  Letter,  supra 
note  10,  at  14. 

“MSE,  Policy  Statement  on  the  Objectives, 
Development  and  Governance  of  a  National  Market 
System,  dated  July  15, 1976  (“MSE  Policy 
Statement")  and  KE,  Policy  Statement  on  the 


the  MSE  stated  that  all  securities  to  be 
included  in  the  composite  book  should 
be  traded  in  more  than  one  market, 
because  only  the  markets  for  such 
securities  would  be  “fragmented"  and 
therefore  subject  to  a  tension  between 
“auction/agency  principles”  and 
competition.  **  The  MSE  specifically 
rejected  the  notion  that  the  inclusion  of 
a  given  security  in  only  the  consolidated 
system  should  be  determinative  of  the 
question  of  “qualification.”  stating  that: 

There  are  many  securites  on  the  tapes 
whidi  have  attracted  no  competitive  market 
interest  and  some  whidi  are  of  doubtful 
suitability  for  auction/ agency-trading.  On  the 
other  hand,  there  are  a  number  of  [over-the- 
counter]  securities  which  clearly  satisfy  both 
criteria.  “ 

On  January  26, 1976,  the  Commission 
issued  a  statement  (“January 
Statement”)  which  set  forth  its  views  as 
to  those  steps  which  it  believed  should 
be  taken  to  facilitate  the  development  of 
a  national  market  system.**  Among  the  ' 
initiatives  proposed  was  a  rulemaking 
proceeding  for  the  purpose  of 
“designating  certain  categories  of 
securities  as  qualified  for  trading  in  a 
national  market  system.”  *’ 

In  the  January  Statement,  the 
Commission  indicated  its  belief  that: 

Listed  equity  securities  induded  in  the 
consolidated  system  and  a  number  of  equity 
securities  currently  traded  exclusively  in  the 
over-the-counter  market  generally  possess 
characteristics  (including,  in  most  cases, 
national  investor  interest  and  substantial 
assets  and  earnings  histories)  which  justify 
their  inclusion  in  the  “qualified”  category,'* 

The  Commission  stated,  however,  that 
the  designation  of  OTC  securities  would 
be  contingent  upon: 

The  implementation  of  those  technical 
elements  of  a  national  market  system 
necessary  to  assure  that  trading  in  those 
securities  occurs  under  competitively  fair 
circumstances  and  in  a  manner  consonant 
with  the  principles  of  a  national  market 
system. 

Finally,  the  Commission  indicated 
that  all  national  market  system 


Design  and  Operation  of  a  Composite  Limit  Order 
Book,  dated  September  1. 1976  ("PSE  Policy 
Statement”).  These  documents  ore  contained  in  the 
Commission's  public  File  No.  87-619. 

“M%  Policy.  Statement  supra  note  13,  at  12-13. 
The  MSE  also  stated  that  “initially  no  more  than" 
750-1000  securities  should  be  designated  as  national 
market  system  securities. 

“/t/.atl3. 

“Securities  Exchange  Act  Release  No.  14416 
(January  26, 1978),  43  FR  4354. 

“/</.  at  45. 43  FR  at  4300-61  (footnote  omined). 
“/d.  at  46. 43  FR  at  4361. 

“/d.  at  45-46. 43  FR  at  4361  (footnote  omitted). 


securities  would  be  included  in  all 
national  market  system  facilities. 
Specifically,  as  to  OTC  securities,  the 
Commission  stated  that  it  was  its 
intention: 

To  require  last  sale  information  with 
respect  to  completed  transactions  in  all 
qualified  securities  traded  over-the-counter  to 
be  included  in  the  consolidated  system,  to 
require  quotations  in  those  securities  to  be 
collected  and  disseminated  in  accordance 
with  Rule  llAcl-1  under  the  AcL  and 
otherwise  to  ensure  that  trading  in  such 
securities  can  be  effected  by  means  of,  and 
subject  to  the  requirements  of,  the  order 
routing  and  other  systems  which  must  be 
develt^ied  to  realize  national  maiket  system 
objectives.*® 

Subsequently,  the  National 
Association  of  Securities  Dealers 
(“NASD”),**  the  National  Securities 
Traders  Association  ("NSTA”)  **  and 
the  National  Association  of  OTC 
Companies  (“NAOTC”)  **  submitted 
comments  in  which  they  generally 
addressed  questions  arising  firom  the 
designation  of  national  market  system 
securities.  Additionally,  the  NASD  and 
the  NSTA  recommended  specific 
designation  standards  to  be  applied  by 
the  Commission.  While  the  designating 
standards  recommended  by  the  NASD 
and  NSTA  varied  significantly  in 
emphasis,**  both  recommended  that  the 
Commission  apply  uniform  designation 
standards  to  all  OTC  and  exchange 
securities  and  both  envisioned  that  a 
substantial  number  of  OTC  securities 
would  eventually  be  deemed  “qualified 


**/(/.  at  46, 43  PR  at  4381  (footnote  omitted).  The 
Commiaaiofi  also  stated  that  it  did  not  intend  to 
permit  OTC  national  market  system  securities 
whidi  became  traded  on  an  exchange  in  a  national 
market  system  context  through  tlm  extension  of 
unlisted  trading  privileges  pursuant  to  Section  12(0 
of  the  Exchange  Act  15  U.S.C  731(0.  to  become 
subject  to  exchange  oO-board  trading  restrictions. 

Id.  at  46. 43  FR  at  4361. 

*'  Letters,  from  Gordon  S.  Macklin,  President, 
NASD,  to  Chairman  Williams,  SEC,  dated  June  7 
and  July  31, 1978  (the  "June  and  July  NASD  Letters") 
contained  in  File  No.  S7-735-A 
“Letter  firom  Lawrence  R.  Rice.  Chairman,  and 
Morton  N.  Weiss.  President  NSTA  to  George  A 
Rtzsinunons,  Secretary,  SEC,  dated  June  28. 1978, 
(“NSTA  Letter”)  contained  in  File  No.  S7-735-A 
“Statement  On  the  National  Market  System  By 
the  NAOTC,  dated  May  26. 1978  (“NAOTC 
Statement")  contained  in  File  No.  S7-73S-A 
“The  NASD  urged  that  the  primary  focus  of 
designation  standards  should  be  to  identify 
securities  having  broad  investor  interest  a^  full 
financial  disclosure  rather  than  securities  meeting 
standards  which  relate  to  their  investment  merit 
{e.g.,  standards  requiring  specified  levels  of  earnings 
or  net  income).  NASD  June  Letter,  supra  note  21.  at 
4.  In  contrast  the  NSTA  suggested  designation 
standards  emphasized  certain  criteria  relating  to 
“substantial  assets  and  earnings  histories.”  NSTA 
Letter,  supra  note  22,  at  2. 
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for  trading  in  the  national  market 
system.” 

However,  the  NASD,  NSTA  and 
NAOTC  all  suggested  that  many  over- 
the-counter  (“OTC")  issuers  were 
concerned  that  premature  inclusion  of 
their  securities  in  evolving  national 
maiket  system  facilities  might  create 
disincentives  to  market  making  for  those 
securities  which  in  him  might  adversely 
affect  those  issuers’  ability  to  raise 
capital  through  imderwritten  securities 
offerings.  In  light  of  these  concerns,  all 
three  commentators  proposed  that 
issuers  be  given  a  choice  as  to  whether 
their  shares  would  be  designated  as 
national  market  system  securities.” 

On  March  22, 1979,  the  Commission 
issued  a  status  report  on  the 
development  of  a  national  market 
system  (“Status  Report”).”  In  that 
Report,  the  Commission  assessed  the 
progress  made  in  1978  toward  the 
establishment  of  a  national  market 
system  and  set  forth  its  views  as  to  the 
next  steps  which  should  be  taken  to 
achieve  that  goal.  With  respect  to 
national  market  system  securities,  the 
Commission  stated  that  among  the 
issueb  it  was  considering  were  “the 
particular  standards  to  be  used  to 
designate  securities  and  the  timing  of 
inclusion  of  those  securities  in  national 
market  system  facilities.”  ”  More  ' 
specifically  the  Commission  stated  that 
it  must  resolve: 

(i)  Whether  those  standards  should  be 
uniform  for  listed  and  over-the-counter 
securities;  (ii)  whether  Hnancial  criteria 
concerning  the  issuer  and  data  with  respect 
to  the  number  of  shareholders  or  trading 
characteristics  such  as  volume  and  the  extent 
of  multiple  trading  are  relevant  criteria  for 
designation  standards:  (iii)  whether  such 
standards  should  be  completely  objective  or 
whether  they  should  be  subject  to 
administrative  discretion  and,  if  so,  who 
should  be  responsible  for  applying  these 
standards;  and  (iv)  whether  the  issuer  should 
have  a  role  in  the  selection  process.” 

“NASD  June  Letter,  supra  note  21,  at  2;  NSTA 
Letter,  supra  note  22,  at  2.  The  NSTA  suggested  that 
a  “limited  number”  of  OTC  securities  should  be 
initially  included  in  a  pilot  program  to  permit  the 
Commission  to  determine  whether  the  “proposed 
injection  of  auction  principles  into  the  dealer  market 
Z  *  '  would  seriously  impair  the  viability  of  this 
market.”  Id  at  2. 

“NASD  June  Letter  supra  note  21,  at  3-4;  NSTA 
Letter,  supra  note  22,  at  1;  and  NAOTC  Statement, 
supra  note  23,  at  3-4. 

“Securities  Exchange  Act  Release  No.  15671 
(March  22, 1979),  44  FR  20360. 

“/of.  at  48.  44  FR  at  20367, 

»/d. 


Finally,  the  Commission  stated  that  it 
“shares  the  concerns  expressed  by 
commentators  regarding  the  effects  of 
premature  incorporation  of  qualified 
securities  into  national  market  system 
facilities"  and  indicated  that  it  will 
consider  whether  designation  should 
result  in  “immediate  inclusion  in  one  or 
more  facilities”  or  whether  designation 
"should  await  more  complete  evolution 
of  the  (national  market)  system."  ” 

n.  Description  of  Proposed  Rule 

Proposed  Rule  llAa2-l  sets  forth  two 
quantitatively  different  sets  of  standards 
in  paragraphs  (c)(1)  and  (c)(2) 
respectively  to  be  employed  in 
determining  whether  any  equity 
seciuity  should  be  designated  a 
national  market  system  security.  The 
proposed  rule  would  require  that  any 
equity  security  which  meets  the 
minimum  standards  contained  in 
subparagraph  (c)(1),  (‘‘tier  1  securities”) 
be  automatically  designated  a  national 
market  system  security.  If  an  equity 
security  does  not  meet  the  standards 
contained  in  subparagraph  (c)(1),  but 
substantially  meets  the  broader 
standards  articulated  in  subparagraph 
(c)(2)  (“tier  2  securities"),  it  remains 
eligible  for  designation  as  a  national 
market  system  security,”  pursuant  to 
the  procedures  set  forA  in  the 
designation  plan  filed  with  the 
Commission  by  the  various  self- 
regulatory  organizations  and  upon 
application  of  the  issuer  or  two  or  more 
market  centers  ”  or  prospective  market 
centers.” 

Subparagraph  (c)(1)  employs  four 
discrete  sets  of  criteria  to  determine 
which  securities  should  be  tier  1 
securities  and  therefore  automatically 
designated  national  market  system 
securities.  These  criteria  are  used  to  set 
minimum  standards  relating  to  (i)  the 


standardized  options  and  convertible 
debentures  would  be  specibcally  excluded  from  the 
scope  of  the  rule.  For  a  general  discussion  of  issues 
raised  by  participation  of  options  in  a  national 
market  system,  see  Report  of  the  Special  Study  of 
the  Options  Markets  to  the  Securities  and  Exchange 
Commission.  Comm.  Print  96-1FC3, 96th  Cong..  1st 
Sess.,  Chapter  VUI  (1978). 

“All  securities  designated  would,  by  virtue  of 
subparagraph  (b)(3)  of  the  proposed  rule,  be  deemed 
“qualified  securities"  within  the  meaning  of  Section 
llA(a)(2)  of  the  Exchange  Act  The  proposed  rule 
does  not  specifrcally  require  inclusion  of  a  national 
market  system  security  in  any  national  market 
system  facility.  However,  the  Commission  proposes 
to  include  all  tier  1 OTC  securities  in  the  disclosure 
facihties  and  rules  of  a  national  market  system 
within  two  months  after  the  effective  date.  See  text 
accompanying  notes  86-105  infra. 


assets  and  earning  power  of  the  issuer,” 
(ii)  the  distribution  of  the  security,”  (iii) 
the  market  activity  of  the  security  ”  and 
(iv)  multiple  market  interest  in  the 

“The  term  “market  center”  when  used  with 
respect  to  a  particular  equity  security  would  be 
de^ed  to  mean  (i)  any  exchange  on  which  such 
security  is  listed  or  adimitted  to  unlisted  trading 
priidleges  and  for  which  such  exchange 
communicates  quotations  on  a  regular  and 
continuous  basis  pursuant  to  1 240.1lAcl-l  (Rule 
llAci-1  under  the  Act),  and  (ii)  any  OTC  market 
maker  who  acts  in  that  capadty  with  respect  to 
such  security. 

The  term  “OTC  market  maker,” -when  used  with 
respect  to  a  particular  equity  security,  would  be 
de^ed  as  any  brtker  or  dealer  (othe  than  a  person 
making  markets  exclusively  in  odd-lots)  whi^ 
holds  itself  out  as  being  willing  to  buy  and  sell  that 
security  for  its  own  account  on  a  regular  and 
continuous  basis  otherwise  than  on  an  exchange  in 
amounts  of  less  than  block  size  and  which: 

(i)  communicates  quotatioiu  for  that  security  to 
the  NASD  on  a  regular  and  continuous  basis 
pursuant  to  i  240.1lAcl-l  (Rule  llAcl-1  under  the 
Act),  or 

(ii)  is  authorized  to  disseminate  its  quotations  for 
that  security  in  NASDAQ  and  makes  such 
quotations  available  through  that  system  on  a 
regular  and  continuous  basis. 

The  proposed  rule  does  not  require  that  any 
broker  or  dealer  qualifying  as  a  maiket  center  meet 
any  financial  qualifications  or  assume  any 
affirmative  or  negative  obligations  concerning  those 
securities  with  respect  to  which  he  is  a  market 
center.  The  Commission  understands,  however,  that 
in  connection  with  its  participation  in  the 
intermarket  trading  system  (“ITS”)  the  NASD  is 
considering  including  such  qualifications  as  a 
condition  to  direct  participation  in  the  ITS.  The 
Commission  solicits  coments  on  whether  any  such 
financial  qualifications  and  maiket  making 
obligations  should  be  included  in  the  proposed  rule 
in  order  to  limit  the  class  of  “qualified”  market 
centers.  > 

“The  term  “pros^ctive  market  center”  when 
used  with  respect  to  a  particular  equity  security 
would  be  defined  to  mean: 

(i)  an  exchange  which  represents  that  it  will  (A) 
apply  for  unlisted  trading  privileges  for  such 
security  if  that  security  is  designated  as  a  national 
market  system  security,  and  (B)  if  such  unlisted 
trading  privileges  are  granted,  assign  a  market 
maker,  registered  on  that  exchange  as  such,  who 
will  communicate  quotations  for  that  security  on  a 
regular  and  continuous  basis  for  a  period  of  at  least 
six  months  following  such  grant,  or 

(ii)  any  OTC  market  maker  which  represents  that 
if  ^at  security  is  designated  as  a  national  market 
system  security,  it  will  act  in  the  capacity  of  an 
OTC  market  maker  with  respect  to  that  security  on 
a  regular  and  continuous  basis  for  a  period  of  at 
least  six  months  following  such  designation. 

“Minimum  standards  are  set  regarding  total  and 
net  tangible  assets,  capital  and  surplus,  and  three 
year  earnings  history  of  the  issuer. 

“Minimum  standards  are  set  regarding  holders  of 
record  and  “public  float”  for  the  security. 

“Minimum  stmidards  are  set  for  the  maiket 
value,  price  pier  share  and  average  monthly  share 
volume  fqr  the  stfcuiity. 
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security.  Subparagraph  (c)(2)  employs 
the  same  categories  for  identfying 
eligible  tier  2  securities;  however,  the 
specific  standards  would  be  less 
stringent  than  the  standards  for  tier  1 
securities.’* In  addition,  the  proposed 
rule  would  require  that  any  national 
market  system  security  be  registered 
pursuant  to  section  12  of  the  Exchange 
Act,  or  issued  by  a  closed-end 
management  investment  company 
registered  under  section  8  of  the 
Investment  Company  Act  of  1940  ”  or  an 
insurance  company  which  is  required  to 
furnish  equivalent  disclosure  pursuant 
to  state  law." 

Proposed  Rule  llAa2-l  requires  that 
the  self-regulatory  organizations 
participating  in  the  national  market 
system  act  jointly  to  create  the 
mechanisms  for  the  actual 
administration  of  the  designation 
process.  Paragraph  (d)  would  require 
that  each  exchange  "  and  the  NASO  act 
jointly  in  preparing  and  filing  with  the 
Commission  a  designation  plan  "  which 


**See  text  aocompanying  notes  50-SS,  infra  for  a 
more  complete  discussion  of  these  criteria  and  the 
two-tier  system. 

"15  U&C  80a-l-a-S2. 

"Proposed  Rule  llAaZ-l(a)(5),  (b)(1)  and  (bM2). 
insurance  companies  are  exempted  from  the 
registration  requirements  of  Section  12(g)  of  the 
Exchange  Act,  15  U.S.C  7Sl[g),  if  they  meet  all  of 
the  following  conditions; 

(i)  Such  insurance  company  is  required  to  and 
does  file  an  annual  statement  with  the 
Commissioner  of  Insurance  (or  other  officer  or 
agency  performing  a  similar  function)  of  its 
domiciliary  State,  and  such  annual  statement 
conforms  to  that  prescribed  by  the  National 
Association  of  Insurance  Commissioners  or  in  the 
determination  of  such  State  commissioner,  officer  or 
agency  substantially  conforms  to  that  so  prescribed. 

(ii)  Such  insurance  company  is  subject  to 
regulation  by  the  domiciliary  State  of  proxies, 
consents,  or  authorizations  in  respect  to  securities 
issued  by  such  company  and  such  regulation 
conforms  to  that  prescribed  by  the  National 
Association  of  Insurance  Commissioners. 

(iii)  After  July  1, 1966,  the  purchase  and  sales  of 
securities  issued  by  such  insurance  company  by 
beneficial  owners,  directors,  or  officers  of  such 
company  are  subject  to  regulation  (including 
reporting)  by  its  domiciliary  State  substantially  in 
the  manner  provided  in  section  78p  (Section  16  of 
the  Exchange  Act)  of  this  title. 

*'See  note  42,  infra. 

**The  proposed  rule  would  only  apply  to 
exchanges  which  collect  process  and  make 
available  transaction  reports  with  respect  to 
transactions  effected  through  its  facilities  in 
accordance  with  proposed  Rule  llAa3-l  imder  the 
Exchange  Act  (17  CFR  240.11 Aa3-1). 

Proposed  Rule  llAa3-l  constitutes  a  restatement 
and  amendment  of  those  portions  of  Rule  17a-15 
under  the  Exchange  Act  (17  CFR  240.17-15}  which 
deal  with  the  fihng  and  approval  of  transaction 
reporting  plans.  Securities  Exchange  Act  Release 
No.  15250  (October  20, 1978),  43  FR  50606.  If 
Proposed  Rule  llAa3-l  is  not  adopted,  the 
references  to  that  rule  in  Proposed  Rule  llAa2-l 
would  be  changed  to  refer  to  Rule  17a-15. 

"The  term  "designation  plan”  Would  be  defined 
to  mean  any  plan  for  establishing  (i)  procedures  for 
designating  equity  securities  as  national  market 
system  securities  in,accordance  with  the  standards 


shall  provide  for  the  creation  of  a 
designating  body  "  to  administer  the 
plan.  In  addition,  subparagraph  (d)(2) 
requires  that  a  designation  plan  must 
specify  (i)  procedures  for  applying  the 
designation  standards  set  forth  in 
paragraph  (c)(ii)  criteria  for  determining 
whether  securities  substantially  meet 
the  standards  set  forth  in  subparagraph 
(c)(2)  of  the  proposed  rule  and  for 
designating  national  market  system 
securities  from  eligible  tier  2  securities; 
(iii)  maintenance  standards  for  national 
market  system  securities,  (iv)  revocation 
and  suspension  procedures  for  national 
market  system  securities  which  fail  to 
meet  those  maintenance  standards  or 
upon  other  specified  events  and  (v) 
maximum  time  limits  for  designation  of 
tier  1  secinities  "  and  for.action  with 
respect  to  designation  of  tier  2 
securities." 

Paragraph  (e)  of  the  proposed  rule 
would  requie  Commission  approval, 
after  provision  for  notice  and  public 
comment,"  before  any  designation  plan 
or  amendment  thereof  becomes 
effective. 

Paragraph  (d)(3)  requies  that  any 
designation  plan  filed  with  the 
Commission  must  provide  that  it  shall 
not  become  operational  with  espect  to 
either  tier  1  or  tier  2  securities  prior  to 
the  adoption  by  the  Commission  of 
amendinents  to  Proposed  Rule  llAa3-l 
under  the  Exchange  Act,  if  adopted," 
which  requie  that  transaction  reports 
with  respect  to  transactions  in  such 


set  forth  in  paragraph  (C)  of  this  section,  (ii) 
maintenance  standards  for  equity  securities  so 
designated,  and  (iii)  procedures  for  revoking  or 
suspending  the  designation  of  an  equity  security  or 
class  of  equity  sectuities  as  a  national  market 
system  security  upon  failure  to  meet  established 
maintenance  stanidards  or  upon  other  specified 
events. 

"The  term  “designating  body”  would  be  defined 
to  mean  any  person  authorized  to  implement  or 
administer  any  designation  plan  on  Imhalf  of 
persons  acting  jointly  in  accordance  %vith 
paragraphs  (d)  and  (e)  of  Proposed  Rule  llAa2-l. 

"The  designation  plan  should  provide  for  the 
identification  and  designation  of  tier  1  securities  as 
national  market  system  securities  within  two 
months  of  the  effective  date  of  the  designation  plan. 

"Subparagraph  (d)(2)  also  requires  that  the 
designation  plan  include  procedures  and 
mechanisms  for  providing  to  interested  parties  and 
updating  a  list  of  all  national  market  system 
seottrities. 

Paragraph  (e)(3)  would  provide  a  limited 
exception  to  this  requirement  by  allowing  a 
proposed  amendment  to  an  effective  designation 
plan  to  be  put  into  effect  upon  publication  of  notice 
of  such  amendment  on  a  temporary  basis  not  to 
exceed  120  days,  if  the  Commission  finds  that  (i) 
such  action  is  necessary  or  appropriate  in  the  public 
interest-for  the  protection  of  investors  or  the 
maintenance  of  fair  and  orderly  markets,  to 
facilitate  the  establishment  of  a  national  market 
system  or  otherwise  in  furtherance  of  the  purposes 
of  the  Exchange  Act  or  (ii)  the  proposed 
amendment  involves  only  technical  or  ministerial 
matters. 

"See  n.  42.  supra. 


securities  be  made  available  pursuant  to 
that  rule.  In  this  release  the  Commission 
is  proposing  to  amend  Proposed  Rule 
llAa3-l  to  require  last  sale  reporting 
with  respect  to  all  tier  1 OTC  securities 
two  months  after  the  effective  date  of  a 
designation  plan.  Because  the 
Commission  has  not,  at  this  time, 
determined  when  it  would  be 
appropriate  to  include  tier  2  OTC 
securities  in  the  disclosure  facilities  (or 
other  rules  and  facilities)  of  a  national 
market  system,  no  designation  plan 
shall  become  operational  with  respect  to 
those  securities  until  a  later  date. 

The  proposed  rule  would  also  provide 
certain  appeal  rights  in  connection  with 
the  operation  of  any  effective 
designation  plan."  Paragraph  (f)  would 
authorize  the  Commission  to  entertain 
appeals  or  review  on  its  own  motion  any 
action  taken  or  failure  to  act  by  any 
person  regarding  either  the  designation 
of  a  security  or  class  of  securities  or  the 
revocation  or  suspension  of  any  such 
designation. 

-  Finally,  the  proposed  rule  contains  an 
exemptive  provision  permitting  the 
Commission  to  exempt  from  its 
provisions,  either  unconditionally  or  on 
specified  terms  and  conditions,  any 
exchange,  association,  or  security  if  the 
Commission  determines  that  such 
exemption  is  consistent  with  the  public 
interest,  the  protection  of  investors,  the 
maintenance  of  fair  and  orderly  markets 
and  the  removal  of  impediments  to,  and 
perfection  of  a  nationd  market  system. 

ni.  Discussion  of  Issues  Raised  by 
Proposed  Rule  llAa2-l 

A.  Designation  Standards 

1,  Uniformity,  Role  of  the  Self- 
Regulatory  Organizations.  The 
legislative  history  of  the  1975 
Amendments  indicates  an  explicit 
congressional  intent  that  designation  of 
national  market  system  securities  be 
made  on  the  basis  of  their  individual 
characteristics  (such  as  trading  volume, 
price  and  number  of  shareholders)  and 
not  on  whether  they  had  previously 
been  traded  on  an  exchange  or  solely 
OTC."  Accordingly,  the  standards 
contained  in  Paragraph  (c)  of  the 
proposed  rule  apply  equally  to  exchange 
and  OTC  securities.  In  its  deliberations 
leading  to  the  proposal  of  Rule  11  Aa2-1, 
the  Commission  has  carefully 
considered  whether  the  use  of  such  a 
uniform  designation  standard  for  all 
securities  might  result  in  automatic 
designation  of  some  securities  whose 


"The  appeal  provisions  of  the  proposed  rule  are 
modeled  after  those  employed  in  Section  19(d)  and 
(f)  of  the  Exchange  Act,  15  U.S.C.  76s(d)  and  (f). 

"See  note  7  supra  and  text  accompanying  notes 
6-7  supra. 
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trading  markets  might  not  benefit  from 
inclusion  in  the  national  market  system 
and  onunission  cl  other  securities  which 
might  better  be  included.  For  example, 
the  Commission  might  set  designation 
standards  at  a  level  to  permit  all 
reported  securities  which  are  currently 
actively  traded  in  two  or  more  markets 
to  be  designated  as  national  market 
system  securities.**  If  designation 
standards  were  set  at  such  a  level  those 
standards  might  result  in  the  immediate 
^  designation  of  a  large  number  of  OTC 
seciuities.  However,  the  NASD  and 
certain  participants  in  the  OTC  market 
have  bn  a  number  of  occasions  stated 
that  premature  inclusion  of  any  but  the 
most  active  OTC  securities  in  the 
disclosure  facilities  of  the  national 
market  system,  particularly  the 
consolidated  system,  might  be 
detrimental  to  the  markets  for  those 
securities.**  While  Uniform  standards 
might  be  created  which  require 
immediate  designation  of  only  the  most 
active  OTC  securities,  those  standards 
would  inevitably  exclude  a  substantial 
number  of  securities  which  are  presently 
traded  in  an  exchange  environment  and 
which  might  be  suitable  national  market 
system  securities. 

Although  the  Commission  believes 
that  the  designation  standards  should  be 
uniform  for  ^  securities,  it  recognizes 
that  it  may  be  difficult  to  identify  the 
securities  which  will  benefit  from 
trading  in  a  national  market  system 
solely  on  the  basis  of  objective 
standards.  Therefore,  in  addition  to 
providing  for  uniformity,  the 
Commission  believes  that  the  proposed 
rule  should  grant  a  degree  of  flexibility 
to  the  designating  body.  The  proposed 
rule  accomplishes  this  by  providing  for 
two  tiers  of  selection  criteria  and 
drawing  upon  the  expetise  of  the  self- 
regulatory  organizations  in  the 
designation  process. 

2.  Role  of  Issuers.  The  NASD,  NSTA 
and  NAOTC  all  suggested  in  their 
comments  on  the  January  Statement  that 
a  number  of  issuers  of  OTC  securities 
were  concerned  that  participation  of 
their  securities  in  a  national  market 
system  might  reduce  market  making 
participation  in,  and  the  overall  liquidity 
for,  their  securities.**  In  light  of  these 
concerns  and  the  “fiduciary 
responsibility  [owed  by  those  issuers]  to 
their  shareholders  to  insure  that  the 
market  for  their  shares  has  depth  and 
liquidity,”  **  the  NASD,  NSTA  and 
NAOTC  proposed  that  issuers  be  given 


*'  See  January  Statement,  supra  note  16,  at  45, 43 
FR  at  4361. 

**See  text  accompanying  notes  99-104  infiv. 
"See  note  28  and  text  accompanying  notes  21-26 
supra. 

**NASD  June  Letter,  supra  note  21,  at  4. 


a  choice  as  to  whether  their  securities 
are  designated  national  market  system 
securities.** 

As  a  preliminary  matter,  the 
Commission  does  not  believe  that 
issuers  should  be  permitted  to  veto 
designation  of  its  securities  as  national 
market  system  securities.  In  commenting 
on  the  amendments  to  Section  12(f) 
contained  in  the  1975  Amendments 
which  permit  the  Commission  to  grant, 
under  specified  conditions,**  exchange 
applications  for  unlisted  trading 
privileges  in  OTC  securities,  the  Senate 
Report  contained  a  lengthy  discussion  of 
the  participation  of  OTC  securities  in  a 
national  market  system.  Specifically,  the 
Senate  Committee  stated  foat 

[I]n  the  context  of  a  national  market  system, 
there  is  little  or  no  justification  for  an  issuer 
to  deprive  securities  holders  of  the  advantage 
of  exchange  trading.  The  protections  inherent 
in  exchange-type  trading  should  be  afforded 
to  investors  in  all  securities  with  suitable 
characteristics  and  should  not  be  dependent 
upon  the  decision  of  corporate  management 
to  “list"*’  '■ 

The  Commission  believes  that  the 
benefits  to  be  obtained  from  a  national 
market  system  should  be  afforded  to 
investors  in  all  securities  with  suitable 
characteristics  and  should  not  be  solely 
dependent  on  the  desirs  of  corporate 
management  Accordingly,  while  the 
Commission  solicits  comment  regarding 
the  appropriate  role  of  issuers  in  the 
desi^ation  process.  Proposed  Rule 
llAa2-l  does  not  provide  issuers  with 
the  ability  to  veto  any  designation. 

3.  Two-Tier  System.  The  Commission 
believes  that  the  two-tier  approach  of 
the  proposed  rule  is  responsive  to 
concerns  regarding  uniformity  of 
standards  and  the  role  of  issuers  in  the 
designation  process.  While  providing 
uniform  standards,  it  provides  sufficient 


**NASD  June  Letter,  supra  note  21,  at  3-4,  NSTA 
Letter  supra  note  22.  at  1,  and  NAOTC  Statement 
supra  note  23,  at  3-4. 

**  Subsection  (f)(2)  requires  that  the  Commission, 
prior  to  granting  such  unlisted  trading  privileges  in 
an  OTC  security  find  that 
The  extension  of  unlisted  trading  privileges 
pursuant  to  such  application  is  consistent  with  the 
maintenance  of  fair  and  orderly  markets  and  the 
protection  of  investors. 

(T]he  Commission  shall,  among  other  matters, 
take  account  of  the  public  trading  activity  in  su^ 
secmrity,  the  character  of  such  trading,  the  impact  of 
such  extensicm  on  the  existing  markets  for  such 
securities,  and  the  desirability  of  removing 
impediments  to  and  the  progress  that  has  been 
made  toward  the  development  of  a  national  market 
system  and  shall  not  grant  any  such  application  if 
any  rule  of  the  national  securities  exchange  making 
application  under  this  subsec:tion  would 
unreasonably  restrict  competition  among  dealers  in 
such  security  or  between  such  dealers  acting  in  the 
capacity  of  market  makers  who  are  specialists  and 
such  dealer^who  are  not  specialists.  Section  12(f)(2) 
of  the  Exchange  Act  15  U.S.C.  78 1(f)(2) 

”  Senate  Report  supra  note  4,  at  19  (1975)  U.S. 
0>de  Cong,  ft  Ad.  News  at  197. 


flexibility  in  the  designation  of  tier  2 
securities  to  assure  that  only  suitable 
securities  are  included  in  a  national 
market  system.  On  the  other  hand,  the 
proposed  rule’s  requirement  that  tier  1 
securities  be  automatically  designated 
assures  that  certain  securities,  which 
are  clearly  suitable,  are  immediately 
designated.  Additionally,  mandatory 
designation  of  tier  1  securities  and 
inclusion  of  those  securities  in  the 
disclosure  facilities  of  a  national  market 
system  **  will  provide  theT  Commission 
and  the  indus^  with  an  opportimity  to 
monitor  and  assess  the  effects  whidi 
trading  in  national  market  system 
facilities  and  application  of  national 
market  system  rules  may  have  on  the 
quality  of  markets  for  tier  1  OTC 
seciuities,  prior  to  the  designation  of 
additional  OTC  securities.** 

'Tier  2  also  gives  the  self-regulatory 
organizations,  issuers  and  OTC  market 
m^ers  important  roles  in  the 
designation  process.  The  proposed  rule 
pera^ts  the  self-regulatory 
orgnanizations  to  jointly  exercise 
discretion,  pursuant  to  a  designation 
plan  which  they  are  required  to  jointly 
file,  in  determining  whetehr  a  tier  2 
security  should  be  included  in  a  national 
market  system.  Paragraph  (d)  of  the 
proposed  rule  permits  the  self-regulatory 
organizations  to  administer  the 
designation  process  and  to  define,  in  the  _ 
designation  plan,  the  criteria  to  be 
employed  in  making  the  designation 
determinations  for  tier  2  securitiesr 

Paragraph  (c)(2)  provides  that  a  tier  2 
security  is  only  eli^ble  for  designation 
upon  application  of  the  issuer  or  two  or 
more  market  centers  or  prospective 
market  centers  for  that  security. 
Accordingly,  the  proposed  rule  wiU 
provide  bofo  issuers  and  market  centers 
for  tier  2  securities  an  opportunity,  if 
they  choose,  to  evaluate  the  effects 
trading  in  a  national  market  system 
environment  may  have  on  the  markets 
of  OTC  national  market  system 
securities,  before  applying  for 
designation.  Additionally,  in  the  event 
that  two  market  centers  apply  for 
designation  of  that  securify  against  the 
wishes  of  the  issuer,  subparagraph 
(d)(2)(ii)  permits  the  designating  body  to 
consider  any  comments  of  the  issuer 
before  making  a  designation 
determination. 

The  Commission  specifically  requests 
comment  regarding  the  two-tier 
approach  embodied  in  the  proposed 
rule.  Commentators  are  requested  to 
discuss  whether  the  roles  provided  the 
self-regulatory  organizations,  issuers 
and  OTC  marketmakers  are  necessary 


"See  text  accompanying  notes  86-105,  infra. 
"See  text  accompanying  note  48,  supra. 
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(or  desirable)  to  ensure  that  only 
securities  which  would  benefit  from 
participation  in  a  market  system  are 
designated  national  market  system 
securities.  On  the  other  hand,  comment 
is  also  requested  regarding  whether  the 
application  discretion  provided  issuers 
and  market  centers  and  the  designation 
descretion  provided  the  self-regulatory 
organizations  may  result  in  imnecessary 
delays  in  the  inclusion  of  both  exchange 
and  OTC  securities  in  the  national 
market  system  and  which  might 
therefore  deprive  brokers,  dealers  and 
investors  in  those  securities  the  benefits 
and  protections  provided  by  national 
market  system  facilities  and  rules. 

While  the  Commision  believes  that  it 
is  appropriate  to  use  the  expertise  of  the 
self-regulatory  organizations  in 
administering  the  designation  process. 
Section  llA(a)(2)  of  the  Exchange  Act 
requires  the  Commission  to  retain 
ultimate  control  over  the  designation 
determinations.  Accordingly,  while 
subparagraph  (d)(2)  of  the  proposed  rule 
permits  the  self-regidatory  organizations 
to  define,  in  the  designation  plan,  the 
criteria  to  be  employed  in  making  the  ' 
designation  determinations  for  tier  2 
securities  and  the  maintenance 
standards  for  all  national  market  system 
securities, the  proposed  rule  also 
requires  that  the  designation  plan  and 
all  amendments  thereto  be  submitted  to 
the  Commission  for  its  approval,  after 
notice  and  provision  for  public 
comment.  Additionally,  paragraph  (f)  of 
the  proposed  rule  provides  aggrieved 
parties  with  appeal  rights  to  the 
Commission  regarding  action  (or  failure 
to  act)  by  the  designating  body. 

B.  Inclusion  of  Non-National  Market 
System  Securities  in  National  Market 
System  Facilities.  The  proposed  rule 
would  not  permit  any  exchange  traded 
security  to  be  designated  a  national 
market  system  security  unless  it  is 
traded  in  two  or  more  market  centers 
(“multiply  traded”).  Rule  llAcl-1  and 
the  joint  industry  plan,  approved  by  the 
Commission  pursuant  to  Rule  17a-15,** 


**  Comment  is  also  requested  regarding  whether 
maintenance  standards  for  national  market  system 
securities  should  be  included  in  Rule  llAa2-l  rather 
than  in  the  designation  plan.  Commentators  who 
favor  this  approach  should  specifically  discuss  what 
criteria  should  be  employed  in  those  maintenance 
standards. 

*>  Securities  Exchange  Act  Release  No.  10787 
(May  10, 1974]  39  FR 17799.  The  Commission  has 
granted  the  Intermountain  Stock  Exchange,  Inc. 
(“ISE")  and  Spokane  Stock  Exchange,  Inc.  (“SSE”) 
exemptions  from  the  reporting  requirements  of  Ride 
17a-15.  Securities  Exchange  Act  Release  Nos.  11385 
(April  30, 1975]  and  14651  (April  11, 1978],  40  FR 
19688  and  43  Fit  16582.  The  Commission  has  also 
granted  exemptions  from  the  reporting  requirements 
of  Rule  llAcl-1  to  the  ISE,  SSE,  CSE  (with  respect 
to  securities  not  traded  in  the  CSE's  pilot  program 
establishing  an  automated,  multiple  dealer  system) 


currently  require  the  collection  and 
dissemination  of  transaction  and 
quotation  information  for  all  reported 
securities.**  Because  many  of  these 
securities  are  not  multiply  traded,  the 
proposed  rule’s  provisions  will 
inevitably  preclude  a  substantial 
number  of  NYSE,  Amex  and  regional 
exchange  securities  for  which' 
transaction  information  is  currently 
disseminated  through  the  consolidated 
system  and  quotation  information 
disseminated  pursuant  to  Rule  llAcl-1 
from  being  designated  as  national 
market  system  securities.  A  number  of 
important  objectives  of  the  Exhange  Act 
in  addition  to  the  creation  of  a  national 
market  system,  are  advanced  by  the 
disclosure  of  transaction  and  quotation 
information.  The  public  dissemination  of 
current  transaction  and  quotation 
information  permits  all  market 
participants  to  better  assess  the  current 
market  value  of  those  securities: 
Additionally,  the  availability  of  real¬ 
time  disclosure  information  enhances 
the  ability  of  the  self-regulatory 
organizations  and  the  Commission  to 
surveil  for  manipulative  activities  in 
those  securities,  by  permitting 
immediate  detection  of  unusual  price 
movements  in  those  securities. 
Therefore,  because  the  dissemination  of 
current  transaction  and  quotation 
information  is  essential  to  maintaining 
the  fairness  and  orderliness  of  the 
markets  for  exchange  traded 
securities,**  the  Commission  believes 
that  it  should  continue  to  be  required  for 
reported  securities  even  if  those 
securities  are  not  national  market 
system  securities.** 

C.  Categories  of  Designation 
Standards.  The  criteria  employed  in 
proposed  Rule  llAa2-l  to  set  minimum 
qualification  standards  for  tier  1  and  tier 


and  one  third  market  maker.  Securities  Exchange 
Act  Release  Nos.  15012  (July  28, 1978],  15011  (July 
28, 1978],  15010  Quly  28, 1978]  and  15747  (April  19. 
1979],  43  FR  33978, 33983,  33976,  and  17  S.E.C  Doa 
304. 

**See  note  11,  supra. 

"See,  e.g..  Sections  2,  e(a],  6(b](5],  9, 10, 
llA(a](l](C],  llA(a](2],  llA(b],  llA(c],  15A(a),  and 
15A(b)(6)  of  the  Exchange  Act  [15  U.S.C.  78b,  f(a], 
f(b]6,  J.  k-l(a](l](C].  k-l(a](2].  k-l(c].  o-3(a].  o- 
3(b](8]]. 

**  Proposed  Rule  llAa3-l  under  the  Exchange  Act 
anticipates  the  continued  dissemination  of  real-time 
transaction  information  for  non-national  market 
system  securities  by  making  its  provisions 
applicable  to:  (i]  Any  security  or  class  of  securities 
designated  as  “qualfied  securities”  by  the 
Commission  pursuant  to  section  llA(a](2]  of  the 
Exchange  Act  and  for  which  transaction  reports  are 
required  to  be  collect^  processed,  and  made 
available  pursuant  to  this  section;  and  (ii]  any  other 
security  or  class  of  securities  for  which  transaction 
reports  are  required  to  be  collected,  processed,  and 
made  available  pursuant  to  any  effe^ve 
transaction  reporting  plan.  Proposed  Rule  llAaS- 
l(a](4]. 


2  securities  raise  significant  questions 
regarding  which  characteristics  of  a 
security  are  predictive  of  whether  the 
market  for  that  security  will  benefit  from 
inclusion  in  a  national  market  system. 
Accordingly,  the  Commission  requests 
comment  regarding  the  appropriateness 
of  each  of  the  criteria  used  in  the 
proposed  rule.  Additionally,  in  order  to 
provide  a  focus  for  discussion,  the 
Commission  has  proposed  two  or  more 
alternative  numerical  standards  for  each 
criteria  in  both  tier  1  and  tier  2. 

Comment  is  also  requested  as  to  which, 
if  any,  of  the  alternative  numerical 
proposed  standards  should  be  chosen  if 
Proposed  Rule  llAa2-l  is  adopted. 
Commentators  who  believe  that  none  of 
the  alternative  munerical  standards  are 
appropriate  are  requested  to  suggest 
specific  alternative  standards. 

The  Commission  believes,  as  a 
preliminary  matter,  that  in  most  cases 
national  market  system  securities 
should  be  multiply  traded  and  possess 
characteristics  relating  to  “substantial 
assets  and  earnings  histories”  and 
indicating  “national  investor  interesL”  ** 
Accordin^y,  criteria  relating  to  assets 
and  earnings  are  contained  in 
subparagraphs  (c)(l)(i)  and  (c)(2)(i)  and 
criteria  generally  relating  to  “national 
investor  interest”  are  contained  in 
subparagraphs  (c)(l)(i),  (ii)  and  (c)(2)(i), 
(ii)  of  the  proposed  rule.  Paragraph  (c)  of 
the  proposed  rule  also  requires  multiple 
market  trading  interest  in  a  security  as  a 
prerequisite  to  designation. 

(1)  Assets  and  Earnings  Histories. 
Criteria  relating  to  issuer  assets  and 
earnings  have  traditionally  been  an 
integral  part  of  exchange  listing 
standards.** These  criteria  have 
generally  been  thought  to  be  indicative 
of  the  “quality”  of  the  issuer  and  the 
prospects  for  its  future  stability.  The  use 
of  assets  and  earnings  criteria  by 
exchanges  may  also  be  motivated,  in 
part,  by  a  desire  to  maintain  an  element 
of  “prestige”  for  a  particular  listing  on  a 
particular  exchange. 

The  Commission  believes  that  criteria 
relating  to  assets  and  earnings  histories 
are  necessary  to  assure  that  national 
market  system  securities  have  at  least 
reached  a  threshold  size  and  have 
established  a  history  of  profitability. 
However,  the  Commission  does  not 
believe  that  these  standards  should  be 
employed  in  a  broader  manner  to  insine 
the  “quality”  of  the  issuers  of  all 
national  market  system  securities  or  to 
create  a  favored  status  for  securities 
eventually  designated  as  national 

"See  the  January  Statement,  supra  note  16,  at  45, 
43  FR  at  4361. 

"See,  e.g.,  NYSE  standards  of  Eligibility  for 
Listing,  NYSE  Guide  (CCHJ  at  4225-27. 
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maiicet  system  securities.  Congress 
believed  that  the  development  of  a 
national  market  system  would  enhance ' 
the  fairness  and  orderliness  of  the 
securities  meu'kets  by  eliminating  the 
adverse  effects  resulting  from 
fragmentation  and  by  providing  new 
opportunities  for  competition  between 
market  centers  and  market  makers.^ 
However,  there  is  no  indication  that 
Congress  envisioned  that  the 
Cmnmission  would  substitute  its 
judgment  for  that  of  investors  as  to  the 
“quality"  of  a  particular  security.  In  fact, 
Congress’  clear  desire  that  the 
Commission  remove  unnecessary 
regulatory  restraints  ^  would  seem  to 
directly  contradict  any  such  notion. 
Accordingly,  the  alternative  standards 
set  forth  for  both  tier  1  and  tier  2 
securities  are  ralatively  low  and  should 
not  generally  act  as  a  barrier  to 
designation  of  securities  of  issuers 
which  enjoy  substantial  investor 
interest 

The  Commission  requests  interested 
persons  to  comment  generally  on 
whether  assets  and  earnings  designation 
standards  for  national  market  system 
securities  are  appropriate  for  either  tier 
1,  tier  2  or  both.  Commentators  should 
also  address  the  appropriateness  and 
necessity  of  each  of  the  specific  criteria 
employed  in  subparagraphs  (c)(l](i)  and 
(c)(2)(i).''°  Finally,  comment  is  requested 
regarding  which,  if  any,  of  the  particular 
alternative  standards  included  for  each 
criteria  will  best  achieve  the  limited 
purpose  intended  to  be  served  by  these 
criteria. 

(2)  Criteria  Relating  to  National 
Investor  Interest.  The  legislative  history 
of  Section  llA(a)(2)  emphasizes  the 
relevance  of  trading  volume,  price  and 
number  of  shareholders  in  designating 
national  market  system  securities.^’  Tbe 
Commission’s  emphasis  in  the  January 
Statement  on  the  trading  characteristics 
of  national  market  system  securities  and 
its  reference  to  criteria  relating  to 
national  investor  interest  reflects  that 


**1116  term  “fragmentation’’  refers  to  the 
dispersion  of  order  flow  among  market  centers.  See 
Securities  Exchange  Act  Release  No.  15766,  at  12, 
n.20  (April  26. 1679),  44  FR  28688, 28660,  n.20. 

**See  Senate  Report,  supra  note  4,  at  14-18  (1975) 
U.S.  Code  Cong,  ft  Ad.  News  at  192-67. 

**See  Senate  Report,  supra  note  4,  at  lZ-14  (1975) 
U.S.  Code  Cong,  ft  Ad.  News  at  190-192;  Conference 
Report  supra  note  4,  at  94-65  (1975)  U.S.  Code 
Cong,  ft  Ad.  News  at  325-26. 

**The  Commission  has  included  several  criteria 
y  relating  to  assets  and  earnings  for  purposes  of 
receiving  comment  as  to  the  appropriateness  of 
ead)  of  those  criteria.  However,  the  Commission 
specifically  solicits  comment  as  to  whether  certain 
of  the  criteria  (e.g..  total  assets  and  net  tangible 
assets)  may  be  in  large  part  redundant  and 
unnecessary  for  the  limited  purpose  of  identifying 
Issuers  of  threshold  size. 

”  See  note  7  and  text  accompanying  notes  6  and 
7,  supra. 


legislative  history. ’‘The  Commission 
continues  to  believe  that  these  criteria 
are  critical  to  the  task  of  selecting 
securities  which  will  benefit  from  the 
enhanced  competitive  atmosphere  and 
the  auction-type  trading  national  market 
system  initiatives  are  intended  to 
achieve.  Accordingly,  proposed  Rule 
llAa2-l  contains  criteria  for  identifying 
both  tier  1  and  2  securities  regarding  (i) 
the  number  of  holders  of  100  shares  or 
more,’*  (ii)  the  number  of  publicly  held 
shares;  ”  (iii)  the  market  value  of 
publicly  held  shares, ’*(iv)  the  price  per 
share  ’*  and  (v)  the  average  monthly 
share  volume.”  Most  of  these  criteria 
are  already  being  employed  in  exchange 
listing  requirements.  However,  in 
addition  to  adopting  the  criteria 
presently  used  by  the  exchanges,  the 
rule  employs,  as  an  additional  criteria, 
average  monthly  share  volume.  While 
share  volume  has  never  been  employed 
in  exchange  listing  criteria,  the 
Commission  believes  that  it  may  be  a 
significant  factor  in  determining  which 
securities  might  benefit  from  the 
inclusion  in  Ae  national  market  system. 

The  Commission  has  proposed 
alternative  standards  for  each  “national 
investor  interest”  criteria  for  both  tier  1 
and  tier  2.  With  respect  to  the 
alternative  proposed  standards  for  tier 
1,  the  Commission  has  employed, 
wherever  possible  common  stock  listing 
standards  ”  which  are  presently  being 
employed  by  the  NYSE  and  the  Amex. 
Accordingly,  the  two  proposed 
alternative  standards  for  the  number  of 
holders  of  record  of  100  shares  or  more 
(2,000  and  500),  the  number  of  publicly 
held  shares  (1,000,000  and  400,000)  and 
the  market  value  of  publicly  held  shares 
($18,000,000  and  $13,000,000)  are 
identical  to  the  listing  standards  for  the 
NYSE  and  the  Amex,  respectively. 
Additionally,  one  proposed  price  per 
share  standard  ($5)  is  the  same  as  the 
equivalent  Amex  standard.’*  In  those 
instances  where  a  particular  criterion  is 
not  used  by  an  exchange  [e.g.,  monthly 
share  volume)  the  Commission  has  also 


”)anuary  Statement  supra  note  16.  at  45-46,  43 
FR  at  4360-61. 

**  Subparagraph  (c)(l)(ii)(A)  and  (c)(2)(ii)(A). 

» Subparagraph  (c)(l)(ii)  and  (c)(2)(ii)(B).  These 
subparagraphs  ^fine  "publicly  held  shares”  as: 
shares  held  by  persons  other  than  officers,  directors, 
or  persons  owning  of  record  or  beneficially  10  per 
cent  or  more  of  the  outstanding  shares  of  the 
security  or  class  of  securities. 

*  Subparagraphs  (c)(l)(Ui)(A)  and  (c)(2)(iii)(A). 

**Subpsragra|^  (c)(lKiii)(B)  and  (c)(2)(iii)(B). 

”  Subparagraphs  (c)(l)(iii)(C)  and  (c)(2)(iii)(c). 

**Both  Amex  and  NY^  have  separate,  leu 
stringent  listing  standards  for  preferred  stodi  and 
warrants.  The  Commission  preliminarily  believes 
that  uniform  standards  should  be  applied  to  cdl 
types  of  securities. 

*The  NYSE  does  not  use  price  per  share  as  a 
criterion  for  determining  eligibility  for  listing. 


suggested  alternative  standards  which, 
based  upon  its  own  observations, 
appear  useful  in  selecting  national 
market  system  securities.**  Comment  is 
requested  as  to  which  of  the  alternative 
proposed  minimum  standards  should  be 
adopted  for  each  tier  1  criterion  to 
assure  that  those  securities 
automatically  designated  are 
indisputably  appropriate  for  inclusion  in 
the  national  market  system. 

Inevitably,  many  exchange  and  OTC 
securities  which  should  be  included  in  a 
national  market  system  will  not  qualify 
under  the  stringent  standards  the 
Commission  envisions  for  tier  1.  It  may 
be  that  the  task  of  identifying  those 
securities  is  too  complex  to  be 
performed  by  any  sdt  of  objective 
standards.  Instead,  this  task  may  require 
a  more  subjective  analysis  of  the 
particular  trading  characteristics  of  each 
security  and  may  be  best  pi  .formed  by 
those  who  will  have  an  active  interest, 
as  participants,  in  the  national  market 
system.  Tlierefore,  as  previously 
(fiscussed,  the  proposed  rule  allows  the 
self-regulatory  organizations,  OTC 
market  makers  and  issuers  to  identify 
those  tier  2  securities  which  should  be 
designated  national  market  system 
securities.  As  a  result,  the  proposed 
alternative  tier  2  standards  have  been 
designed  to  ensure  that  any  security 
whi^  arguably  should  be  included  in  a 
national  market  system  will  be  eligible 
for  designation.  While  the  Commission 
requests  comment  as  to  which,  if  any,  of 
the  alternative  standards  proposed  for 
each  of  these  tier  2  criteria  should  be 
adopted,  it  anticipates  that  most,  if  not 
all  securities  traded  on  the  NYSE  and 
Amex  and  a  substantial  number  of  OTC 
securities  will  meet  all  of  these 
alternative  standards.*’ 


**In  order  to  assist  commentators  in  evaluating 
the  alternative  monthly  share  volume  standards,  the 
Commission  has  obtained  data  from  the  Amex. 
NASD  and  the  NYSE  concerning  the  average 
monthly  trading  volume  during  1978  in  securities 
listed  on  those  exchanges  or  reported  through 
NASDAQ.  The  chart  below  indicates  approximately 
the  numbOT  of  Amex  and  NYSE  listed  and  NASDAQ 
multiply  traded  securities  which  would  meet  these 
alternative  standards. 


Designation 

standard 

#<YSE 

Mod 

NASDAQ 

reported 

Amex 

listed 

600,000  shwea _ 

295 

49 

15 

350,000 . . 

529 

121 

29 

175,000  shares _ 

868 

319 

72 

While  these  results  do  not  include  securities 
listed  solely  on  regional  exchanges,  it  does  not 
appear  that  this  omission  results  in  any  significant 
understatement  of  the  approximate  inimber  of 
exchange  <md  OTC  securities  which  would  meet  the 
three  alternative  tier  1  volume  standards. 

**1110  most  stringent  set  of  tier  2  ‘Yiational 
investor  interest”  standards  are  equivalent  to  the 
An^  listing  standards,  with  the  addition  of  a 

Footnotes  continued  on  next  psgv 
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(3)  Multiple  Trading.  The  existing 
facilities  and  rules  and  proposed 
initiatives  designed  to  achieve  a 
national  market  system  primarily 
represent  the  application  of  new  data 
processing  and  communications 
techniques  to  address  major  problems 
and  communications  techniques  to 
address  major  problems  arising  from 
fragmentation  and  the 
institutionalization  of  the  securities 
market.**  In  particular,  the  need  to 
provide  market  linkages  and  neutral 
order  routing  mechanisms  for  a 
particular  security  arises  only  when  a 
security  is  multiply  traded.  Accordingly, 
subparagraph  (c)(1)  would  require  as  a 
prerequisite  to  automatic  designation 
that  at  least  three  market  centers  have 
been  disseminating  quotations  for  that 
security  on  at  least  90  percent  of  the 
business  days  during  the  six  months 
prior  to  designation.”  Similarly,  the 
proposed  rule  would  require  that  tier  2 
securities  be  traded  in  or  by  at  least  two 
market  centers. 

Proposed  Rule  llAa2-l  does  not 
contain  any  requirement  that  there 
ciirrently  exist  substantial  dispersion  of 
order  flow  in  the  market  for  a  particular 
security.  The  Commission  anticipates 
that  as  the  national  market  system 
evolves  it  will  provide  enhanced 
opportunities  for  competition  between 
market  centers  and  generally  promote 
the  initiation  of  multiple  market  trading. 
Accordingly,  the  Commission 
preliminarily  believes  that  it  would  be 
premature  to  exclude  securities  from 
designation  as  national  market  system 
securities  because  of  the  lack  of  ~ 
meaningful  competition  for  order  flow  in 
a  security  between  market  centers  in  a 
non-national  market  system 
environment. 

Comment  is  requested  as  to  the 
appropriateness  of  requiring  multiple 
market  interest  as  a  prerequisite  to 


Footnotes  continued  from  last  page 
minimum  monthly  share  volume  requirement.  Based 
upon  data  supplied  from  the  Amex.  NASD  and 
NYSE,  the  chart  below  indicates  approximately  the 
number  of  AMEX  and  NYSE  listed  and  NASDAQ 
multiply  traded  securities  (including  those  securities 
which  would  also  meet  the  tier  1  share  volume 
standards)  which  would  meet  the  alternative  tier  2 
share  volume  standards: 


Designation 

standards 

NYSE 

Ksisd 

NASDAQ 

reported 

Anwx 

Med 

100,000  shares - 

1183 

665 

96 

50.000  shares _ 

_  1449 

923 

146 

15,000  shwes _ 

™.  1760 

1672 

180 

"See,  e.g.,  Senate  Report  supra  note  4.  at  3, 
(1975)  U.S.  Code  Cong,  ft  Ad.  News  181-82. 

**  Comment  is  requested  as  to  whether  this 
standard  will  accurately  reflect  multiple  maricet 
interest 
/ 


designation.”  Commentators  who 
believe  that  the  proposed  rule  should 
contain  such  a  requirement,  should 
address  whether  the  differing 
requirements  of  trading  in  three  market 
centers  for  tier  1  securities  and  two 
market  centers  for  tier  2  securities  is  an 
appropriate  test. “Finally, 
conimentators  who  beieve  that  no 
security  should  be  designated  a  national 
market  system  security  unless  there 
already  exists  substantial  dispersion  of 
order  flow  in  that  security  between  two 
or  more  market  centers  should  explain 
why  they  believe  such  a  requirement  is 
necessary  and  specifically  suggest  the 
threshold  level  of  order  dispersion 
which  should  be  required. 

IV.  nming  of  Inclusion  of  OTC 
Securities  in  National  Maricet  System 
Disclosure  Facilities 

A.  Introduction.  Paragraph  (b)(3)  of 
Proposed  Rule  llAa2-l  provides  that 
any  security  which  has  been  designated 
a  national  market  system  security  “shall 
be  qualiffed  for  trading  in  the  national 
market  system  or  any  facility  thereof.’* 
However,  the  timing  or  manner  of 
inclusion  of  those  securities  in  specific 
national  market  system  facilities  is  not 
addressed.  Thus,  while  Proposed  Rule 
llAa2-l  defines  those  securities 
qualified  for  trading  in  a  national  market 
system,  the  proposed  rule  does  not 
specifically  provide  a  date  when  those 
securities  will  be  included  in  national 
market  system  facilities  and  made 
subject  to  the  rules  of  a  national  market 
system. 

(n  the  January  Statement,  the 
Commission  stated  its  intention,  upon 
completion  of  its  rulemaking  with 
respect  to  designation  of  national 
market  system  securities,  to  require 
inclusion  of  OTC  national  market 
system  securities  in  the  consolidated 
system  and  to  apply  Rule  llAcl-1  to 
those  securities.  In  addition,  the 
Commission  indicated  that  ultimately 


**It  may  be  that  there  are  market  centers,  which 
do  not  currently  trade  a  particular  security  because 
they  are  unable  to  compete  in  the  present  maricet 
structure  enviroiunent,  who  would  be  interested  in 
trading  that  security  if  it  were  included  in  the 
national  market  system.  Accordingly,  the 
Commission  solicits  comment  as  to  whether  die 
multiple  maricet  interest  requirements  in  Proposed 
Rule  llAa2-l  should  be  revised  to  include  niaricet 
centers  which  indicate  that  they  will  make  markets 
in  a  particular  security  if  it  is  designated  a  national 
market  system  security.  See  also  note  34,  supra. 

**No  security  may  be  initially  authorized  for  * 
NASDAQ  unless  two  or  more  brokers  or  dealers 
have  indicated  that  they  are  willing  and  able  to 
disseminate  quotations  in  that  secnirity  or  class  of 
securities  in  NASDAQ  on  a  regular  and  continuous 
basis.  See  NASD  By-laws  Art.  XVI,  Section  1  and 
Art  XVL  Section  3,  Schedule  D.  Acxordingly,  the 
tier  2  requirement  that  a  security  be  traded  in  two 
or  more  market  centers  will  eliminate  few,  if  any, 
OTC  securities. 


OTC  national  market  system  securities 
would  be  included  in  all  other  facilities 
which  might  be  developed  in  the  future 
to  realize  national  market  system 
objectives.** 

The  Commission  continues  to  believe 
that  no  security  may  be  properly 
regarded  as  trading  in  the  national 
market  system  unless  investors  in  that 
security  receive  the  benefits  and 
protections  inherent  in  the  system  as  a 
whole.  Therefore,  OTC  national  market 
system  securities  will  eventually 
participate  in  all  aspects  of  a  national 
market  system.**  However,  as  a 
preliminary  matter,  the  Commission 
believes  that  the  trading  markets  for  tier 
1  securities  would  benefit  from 
immediate  inclusion  of  these  securities 
in  the  disclosiu’e  facilities  of  the  national 
market  system.  Therefore,  the 
Commission  proposes  to  amend  Rule 
17a-15  (or  Proposed  Rule  llAa3-l,  if 
adopted)  to  require  inclusion  of  all  tier  1 
securities  in  the  consolidated 
transaction  reporting  system  and  the 
consolidated  quotation  system**  within 
two  months  afier  the  effective  date  of  a 
designation  plan  filed  pursuant  to 
Proposed  Ride  llAa2-l. 

liie  Commission  recognizes  that  some 
commentators  believe  that,  because  of 
inherent  differences  between  OTC  and 
exchange  markets,  the  inclusion  of  OTC 
securities  in  existing  disclosure  systems, 
prior  to  further  evolution  of  the  national 
market  system,  may  adversely  affect  the 
markets  for  those  securities.**  In 
addition,  inclusion  of  less  active  OTC 
securities  in  the  national  market  system 
may  impose  cost  burdens  on  some  OTC 
market  centers  which  may  be 
inappropriate.  Therefore,  the 
Commission  requests  public  comment 
on  whether,  at  Ae  present  time, 
inclusion  of  either  tier  1  OTC  securities 
or  all  OTC  national  market  system 
securities  in  the  existing  disclosure 
facilities  comprising  and  rules  governing 
a  national  market  system  is  necessary 
and  appropriate  in  light  of  the  objectives 
of  the  ^change  Act. 

B.  Legislative  History.  The  legislative 
history  of  Section  llA(a)(2)  of  the 
Exchange  Act  indicates  a  Congressional 


**  January  Statement  supra  note  16,  at  46, 43  FR  at 
4361. 

'’Paragraph  (b)(2)  of  Proposed  Rule  Aa2-1 
provides  that  aU  national  market  system  securities 
are  "qualified  for  trading  in  the  national  market 
system  or  any  facility  thereof.” 

"The  reporting  requirements  of  Rule  llAcl-1  are 
applicable  to  "any  equity  security  as  to  wUch  last 
s^e  information  is  reported  in  the  consolidated 
system.”  Accordingly,  if  the  Commission  does 
determine  to  amend  Rule  17a-lS  (or  Proposed  Rule 
llAa3-l,  if  adopted)  to  require  inclusion  of  all  tier  1 
securities  in  the  consolidated  system,  those 
securities  will  simultaneously  become  subject  to 
Rule  llAcl-1. 

"But  see  text  accompanying  notei  94-98,  infra. 


belief  that  OTC  securities  with 
appropriate  trading  characteristics 
should  be  included  in  the  national 
market  system  so  that  they  might  be 
traded  in  an  environment  whi^  limits 
the  problems  arising  from  fragmentation 
and  provides  auction-trading  type 
protections.**  Furthermore,  Congress 
believed  that  timely,  accurate  and 
complete  transaction  and  quotation 
information  were  essential  foundations 
for  that  system.**  For  example,  the 
Senate  Committee  stated: 

In  the  securities  markets,  as  in  most  other 
active  markets,  it  is  critical  for  those  who 
trade  to  have  access  to  accurate,  up-to-the 
second  information  as  to  the  prices  at  which 
transactions  in  particular  securities  are 
taking  place  {i.e„  last  sale  reports)  and  the 
prices  at  which  other  traders  have  expressed 
their  willingness  to  buy  or  sell  (i.e„ 
quotations).  For  this  reason,  conununications 
systems  designed  to  provide  automated 
dissemination  of  last  sale  and  quotation 
information  with  respect  to  securities  will 
form  the  heart  of  the  national  market 
system.** 

Consistent  with  its  general  approach. 
Congress  did  no)  provide  either  in  the 
statute  or  the  legislative  history  a 
timetable  for  inclusion  of  OTC  securities 
in  these  disclosure  systems.  Instead, 
Congress  generally  provided  the 
Commission  with  “maximum  flexibility" 
in  facilitating  the  establishment  of  a 
national  market  system  which  meets  the 
objectives  set  forth  in  section  11  A.** 
Accordingly,  the  Commission  may  use 
its  discretion  to  require  prior  inclusion 
of  some  or  all  OTC  national  market 
system  securities  in  any  existing 
national  market  system  facility  or 
application  of  any  national  market 
system  rule  if  it  determines  that,  by 
doing  so,  it  may  best  facilitate  the 
establishment  of  a  national  market 
system. 

C.  Discussion.  As  a  preliminary 
matter,  the  Commission  believes  that 
immediate  inclusion  of  certain  OTC 
national  market  system  securities  in  the 
consolidated  system  and  application  of 
Rule  llAcl-1  might  further  the 
achievement  of  a  number  of  statutory 
goals.  The  inclusion  of  those  securities 
in  reporting  systems  may  expedite  the 
creation  of  a  national  market  system  by 
alleviating  the  technical  and  practical 

*^See  text  accompanying  notes  6-7,  supra. 

*'  Section  llA(l)(c]  sets  forth  an  express 
Congressional  finding  that  It  is  in  the  public  interest 
and  appropriate  for  the  protection  of  investors  and 
the  maintenance  of  fair  and  orderly  markets  to 
assure  *  *  *  (Ui)  the  availability  to  brokers, 
dealers  and  investors  of  information  with  respect  to 
quotations  for  and  transactions  in  securities  *  *  *. 

''Senate  Report  supra  note  4  at  9.  [1975]  U.S. 
Code  Cong.  6  Ad.  News  at  187.  See  also  Conference 
^  Report  supra  note  4,  at  93,  (1975)  U.S.  Code  Cong.  & 
Ad.  News  at  324. 

"See  text  accompanying  notes  2-7,  supra. 


problems  associated  with  simultaneous 
inclusion  in  a  number  of  facilities. 
Moreover,  requiring  prior  inclusion  of 
certain  OTC  securities  in  the 
consolidated  system  and  improved 
quotation  information  would  give  the 
participants  in  the  markets  for  OTC 
securities  an  opportunity  to  adapt  to 
changes  in  the  trading  environment  in 
those  securities,  resulting  from  fuller 
disclosure,  prior  to  participation  in  other 
national  market  system  facilities  and 
rules  which  may  also  have  signifrcant 
effects.*^  Additionally,  imme^ate 
inclusion  of  certain  OTC  securities  in 
national  market  system  disclosure 
systems  will  provide  both  the 
Commission  and  OTC  market 
participants  with  an  opportunity  to 
monitor  and  assess  the  effects  of 
increased  disclosure  on  the  quality  of 
the  markets  for  those  securities,  prior  to 
inclusion  of  other  OTC  securities  in 
those  facilities  and  the  inclusion  of  any 
OTC  securities  in  additional  national 
market  system  facilities  and  rules  which 
are  dependent  on  such  disclosure. 

Even  more  significantly,  prior 
inclusion  of  certain  OTC  secutities  in 
the  consolidated  system  and  application 
of  Rule  llAcl-1  would  achieve  the 
important  objectives  of  real-time  last 
sale  reporting  and  improved  quotation 
reporting  without  making  them 
dependent  on  any  delays  which  may 
occur  before  achievement  of  other 
national  market  system  goals.  The  ^ 
availability  of  this  information  should 
enhance  the  ability  of  brokers  to  ffnd  the 
best  markets  for  their  customers’  orders 
and  improve  upon  the  execution  of  those 
orders.*®  In  fact,  the  availability  of 
increased  disclosure  information  should 
generally  improve  the  efficiency  of  the' 
market  for  OTC  national  market  system 
securities  by  permitting  all  market 
participants  to  better  assess  the  current 
market  interest  for  those  securities. 

Finally,  transaction  reporting  and  firm 
quotation  reporting  with  size  might 
generally  improve  the  fairness  of  the 
markets  for  OTC  national  market 
system  securities.  This  disclosure  will 
provide  the  Commission  and  the  NASD 
with  information  which  will  improve 
their  respective  abilities  to  surveil  on  a 
real-time  basis  for  violations  of  the  anti- 
manipulative  and  disclosure  provisions 
of  the  Exchange  Act,  the  rules 
thereimder  and  self-regulatory 
organization  rules.**  Enhanced 
disclosure  should  also  provide  investors 
in  OTC  national  market  system 
securities  with  greater  opportunities  to 

"See  text  accompanying  notes  106-121,  infixL 

"See,  e.g..  Securities  Exchange  Act  Release  No. 
14415  Qanuaiy  26, 1978)  at  36-37, 43  FR  4342, 4347. 

"See  text  accompanying  note  63,  supra. 


police  both  overreaching*’  by  OTC 
market  makers  and  the  efforts  of  their 
broker  to  obtain  best  execution  of  their 
orders.** 

While  prior  inclusion  of  OTC  national 
market  system  securities  in  the 
consolidated  system  and  application  of 
Rule  llAcl-1  might  further  a  number  of 
statutory  objectives,  it  has  been  argued 
that  it  might  adversely  affect  the 
liquidity  in  the  markets  for  those 
securities.**  For  example,  the  NASD  and 
OTC  traders  have  in  the  past  suggested 
that  real-time  last  sale  reporting  of 
transactions  in  OTC  securities  might 
discourage  certain  dealers  from 
continuing  to  make  markets  in  those 
securities.  This  argument  appears  to  be 
premised  on  two  assertions.*** The  first 

,  "The  term  “overreaching"  refers  to  the 
possibility  that  broker-dealer  firms  may  take 
advantage  of  their  customers,  by  not  providing  the 
same  quality  of  execution  as  they  would  if  they  hed 
acted  as  agent  when  those  firms  efiect  transactions 
with  their  customers  as  principal.  See  Securities 
Exchange  Act  Release  No.  15769,  at  12  n.  20,  (April 
26, 1979),  44  FR  26688,  26690  n.20. 

"Public  investors  in  the  OTC  market  generally 
have  access  only  to  NASDAQ  Level  1  service  which 
currently  does  not  display  actual  quotations  of 
specified  market  makers.  Instead  Level  1  service 
displays,  for  each  security  quoted  in  the  NASDAQ 
system,  as  single  “representative  bid  and  ask.” 
However,  the  Commission  has  recently  expressed 
its  belief  that  “it  is  only  feasible  for  a  customer  to 
police  his  broker's  efforts  to  obtain  best  execution  if 
he  receives  information  as  to  the  best  bid  or  offer 
available  at  the  time  he  places  an  order  to  buy  or 
sell  a  NASDAQ-quoted  security."  Securities 
Exchange  Act  Release  No.  15251  (October  20. 1978), 
at  44, 43  FR  50615, 50622.  As  a  result  of  its  concerns 
the  Commission  proposed  Rule  llAcl-2  which 
would  require  that  every  iiiterrogation  device 
providing  quotation  information  with  respect  to 
OTC  equity  securities  display,  at  a  minimum,  the 
highest  bid  and  lowest  ofier  for  that  security.  Id. 
Consistent  with  this  concern,  it  may  be  that 
investors  in  OTC  national  market  system  securities 
would  be  better  able  to  monitor  their  brokers' 
activities  if  last  sale  information  and  firm 
quotations  with  size  were  provided  for  those 
securities. 

"See,  e.g..  Appearance  of  Gordon  S.  Macklin, 
President,  NASD,  eL  aL  on  behalf  of  the  NASD, 
Transcript  of  Hearings,  In  re  Off-Board  Trading 
Rules  (August  16, 1977)  at  976-79,  contained  in  File 
No.  4-180. 

'"Although  this  argument  has  been  advanced  in 
a  number  of  different  forms,  the  testimony  of 
Gordon  Macklin,  President  of  the  NASD,  during  the 
August  1977  hearings  on  off-board  trading  rules  is 
representative.  Mr.  Macklin  stated: 

Part  of  our  argument  is  based  on  economics  and 
our  maiket-makers  are  saying  that  the  requirement 
to  report  last  sale  in  over-the-counter  maricet 
making  is  a  strong  disincentive  to  market  making 
and  if  we  would  move  forward  in  the  NASDAQ 
market  with  2600  stocks,  we  could  severely  impact 
the  market  *  •  • 

It  is  primarily  a  matter  of  disclosing  what  you  are 
doing  to  your  competitors,  that  is  a  big  risk.  Thera 
are  some  internal  costs  that  are  also  affected.  T^ 
arguments  rated  in  order  are  the  additive  risk  it  puts 

into  the  business  and  then  second  the  added  cost 

•  *  * 

[It]  is  an  economic  incentive  to  a  market-maker, 
to  not  have  to  tell  his  competitior,  what  he  fust  did. 
You  know  that  doesn't  hold  true,  won't  hold  true  in 
these  tape  reported  securities. 

Transcript  of  Hearings,  In  re  Off-Board  Trading 
Rules  (August  16, 1977)  (unedited]  at  978-79. 
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is  that  real-time  reporting  of 
transactions  would  add  some  direct 
internal  costs  to  market  makers  in  OTC 
securities,  dierby  reducing  the 
profitability  of  their  market  making 
activities.’®* The  second  is  that  a 
reporting  requirement  would  make  the 
trading  positions  of  a  market  maker 
more  visible  to  his  competitors.*®*  While 
it  is  not  contemplated  that  the  individual 
market  maker  executing  a  transaction  in 
a  national  market  system  security  would 
be  identified  on  either  moving  ticker 
displays  or  on  vendor  interrogation 
devices,  *®*  a  market  maker’s 
competitors,  once  alerted  to  a  large 
trade,  may  be  able  to  detemine  who 
participate  in  the  transaction  by 
observing  changes  in  market  maker 
quotations  or  by  calling  other  market 
participants.  Because  a  market  maker’s 
competitors  would  thus  be  aware  of  any 


'"Third  market  makers  are  currently  required  by 
NASD  rales  to  report  transactions  in  reported 
securities  on  a  real-Ume  basis.  To  facilitate  this 
reporting  obligatioa,  the  NASO  has  modified  its 
NASDAQ  terminals  to  permit  direct  reporting 
through  those  terminals.  Because  the  basic 
programing  effort  has  already  been  made,  the 
Commissioo  questions  whether  the  costs  of 
comparably  afiodifying  the  terminals  of  market 
makers  in  OTC  national  market  system  securities 
would  be  substantiaL  • 

'"The  NASO  has  also  suggested  on  at  least  one 
occasion  that  real-time  laat  sale  reporting  for  OTC 
securitieB  might  “create  public  confusion”  because 
of  the  differing  ways  in  which  transactions  eff^ted 
on  an  exchange  and  over-the-counter  are  reported 
in  the  consolidated  system.  See  Letter  from  Gordon 
S.  Maddin.  President,  NASD,  to  George  A. 
Fitzsimmons.  Secretary.  S£jC..  dated  March  U, 
1978,  caataicnd  in  File  Nc.  S7-744.  Transactions 
effected  on  an  exchange  are  reported  on  a  “grosa” 
basts  (/.e.,  exclusive  of  any  commission  which  may 
be  charged  to  die  broker  Meeting  die  trade  or  to  Ae 
actual  customer  in  connection  with  a  transaction). 
Transactions  eCfected  over-the-counter  are  similvly 
reported  excluding  any  commission,  commission 
equivalent  or  differential.  However.  NASD  rules 
and  the  {oiat  indasliy  plan  governing  the  operation 
of  the  consolidated  system  require  over-the-counter 
market  makers  eBecUag  retail  transactions  with 
customers  to  include  in  the  price  reported  in  the 
consolidated  system  any  retail  maik-np  charged  the 
customers.  Since  a  retail  mark-up  acts  as  the 
economic  equhraient  of  a  commissioa  the 
Commission  tvill  have  to  oousider  whether  it  is 
appropriate  to  require,  with  respect  to  OTC  national 
market  system  securities,  that  the  joint  industry 
plan  and  NASD  rules  be  ammided  to  require  that  all 
transactions  be  reported  exclusive  of  any 
commissioa,  commission  equivalent  differential  or 
retail  mark-up. 

'"While  market  identifiers  are  currendy  provided 
in  consolidated  displays  of  transaction  reports 
available  throu^  interrogation  devices,  &ey  only 
indicate  whether  the  dunsuction  occurred  in  the 
third  market  In  other  words,  the  individual  third 
market  maker  invohred  in  the  transaction  is  not 
identified.  The  Commission  has  pi^osed  Rule 
It  Acl-2  which,  among  other  thi^,  wmild.  if 
adopted  os  proposed,  eliminate  use  of  market 
ideaUfiers  to  those  consolidated  displays. 

Securities  Exchai^s  Act  Release  No.  15251  (October 
^  20.197B).43FRSa6U. 


substantial  inventory  position  taken  by 
that  market  maker,  it  has  been  argued 
that  it  would  be  more  difficult  to  reduce 
inventory  positions  at  a  favorable  price. 
As  a  result  OTC  market  makers  may 
become  unwilling  to  provide  liquidity  to 
the  market  by  al^tbing  substantial 
imbalances  in  supply  or  demand. 
Although  exchange  market  makers  have 
adapted  quite^well  to  sudi  disclosure,  it 
is  possible' that  because  of  both  mherent 
differences  between  competitive  over- 
the-counter  dealer  markets  and 
exchange  auction  markets  and  the 
relativiely  low  public  investor  activity  in 
the  markets  for  many  OTC  securities, 
transaction  reporting  might  affect  the 
desire  of  certain  OTC  market  makers  to 
continue  to  engage  in  active  maricet 
making  in  such  securities.*®* 

As  a  preliminary  matter,  the 
Commission  believes  that,  with  respect 
to  tier  1  securities,  tire  concerns  raised 
by  these  commentators  are  outweighed 
by  the  positive  benefits  of  real-ti^ 
disclosure  of  last  sale  information  and 
improved  quotatirm  reporting.  Moreover, 
because  tier  1  securities  woidd  be 
characterized  by  wide  public  investor 
interest  and  active  trading,*®* OTC 
market  makers  in  those  securities  will 
have  an  opportunity  to  adjust  their 
trading  positions  in  those  securities 
relatively  easily,  thereby  eliminating  or 
ameliorating  many  of  the  concerns 
raised  by  these  commentators.  Because 
the  inclusion  of  tier  1  OTC  securities  in 
the  disclosure  systems  of  the  national 
market  system  would  not  appear  to 
result  in  significant  disincentives  to 
market  msddng  in  tirose  securities,  the 
Commission  proposes  to  amend  Rule 
17a-15  (or  Rule  llAa3-l,  if  adopted)  to 
include  tier  1  OTC  securities  in  tire 
consolidated  transaction  reporting  and 
quotation  systems  within  two  montiis 
after  the  effective  date  of  a  designation 
plan. 


***111  addition,  it  mi^  be  argued  (hat  fhe 
application  of  Rule  11  Acl-1  to  OTC  national  maiket 
securities  will  also  affect  the  liquidity  of  the 
maikets  for  those  securities.  However,  the 
Commission  preliminarfly  believes  diat  die 
application  of  Rule  llAcl-1  to  OTC  national  market 
system  securities  would  not  act  as  a  significant 
disincentive  to  market  making  in  those  securities. 
OTC  maiket  makers  in  NA93AQ  secnrfties  are 
already  reporting  quotations  tlirough  die  NASDAQ 
system.  Wlule  NA^AQ  does  not  permit  maiket  - 
makers  to  disseminate  quotation  aizea,  NASD  ndes 
generally  require  NASDAQ  quotadona  to  be  “finn” 
to  a  minimum  unit  of  tndtog.  However,  tbe  NSTA 
has  suggested  diat  general  tfiseeminatton  of  the  best 
bid  and  asked  quotations  to  public  investors  wonld. 
in  itself,  eot  u  a  disiimentive  to  market  making  by 
forcing  OTC  market  makers  to  match  the  “taiside 
mark^  on  orders  hi  excess  of  100  shares  or  be 
faced  with  subetaatial  customer  dUseadsfaotion. 
Letter  from  ).  OaPazao,  Chairmaii,  and  Morton  N. 
Weiss.  Presideat  NSTA,  to  George  A.  FHxsimmons. 
Secretary,  S.E.C,  dated  Decembm  21. 1978, 
contained  in  File  No.  ST-TW.  Ail  see  note  W,  aqpnz. 

‘**See  text  accompanying  at  noiaa  71-gt,  atgrra. 


Comment  is  requested  regarding  tbe 
effects  of  transaction  repotting  and 
increased  quotation  reporting  on  OTC 
national  market  system  securities. 
Commentators  should  specifically 
discuss  whether  the  enhanced 
disclosure  and  surveillance  capability 
obtained  will  result  in  fairer  and  more 
orderly  markets  for  those  securities. 
Furthermore,  commentators  should 
discuss  whether  those  perceived 
enhancements  outweigh  any  adverse 
effects  increased  disclosure  may  have 
on  the  willingness  of  market  outers  to 
commit  their  capital  to  make  markets  in 
tier  1  OTC  securities  or  in  all  OTC 
national  market  system  securities. 
Commentators  who  believe  that  last 
sale  reporting  and<ffrm  quotations  with 
size  shoidd  not  be  requi^  for  eitiier  tier 
2  or  for  any  OTC  national  market 
system  security  at  this  time  should  also 
(hscuss  at  ^at  point  in  the  evolution  of 
a  national  market  system  such  inclusion 
would  be  appropriate. 

V.  Achievement  of  Nationudde  Pike 
Protection  for  OTC  National  Maiket 
System  Securities 

In  die  Status  Report,  the  Commission 
set  as  a  near-term  goal  the  achievement 
of  “nation-wkle  price  protection  of  limit 
orders  against  executions  at  inferior 
prices,"  *®*and  subsequently  published 
for  comment  proposed  Rule  llAcl-3 
under  the  Ex^ange  Act  (17  CFR 
240.1lAcl-3)  whi^,  if  adopted,  wordd  - 
require  intermarket  price  protection  for 
all  displayed  public  limit  orders  in 
certain  securities.*®* In  both  the  Status 
Report  and  the  release  proposing  Rule 
llAcl-3  the  Commission  suggested  that 
nation-wide  limit  order  protection  was 
only  an  interim  step  toward  the  ultimate , 
achievement  of  nation-wide  price 
protection  for  bH  displayed 
quotations.*®* This  section  will  discuss 
and  request  cmiunent  on  what  facilities 
are  necessary  for  the  achievement  of 
nation-wide  price  protection,  initially  for 
limit,  and  eventually  for  all  orders,  to 
(a)  OTC  national  market  system 
securities  and  (b)  securities  traded  in  an 
integrated  environment  both  on 


'"Status  Report,  sqpra  note  27,  at  14,  M  ni  al 
20367. 

"’Rule  llAcl-S  would  apply  to  aB  reported 
securities  wtudi  are  inchuM  in  ■  maiket  Bnkage 
aystem  implemented  or  operated  in  accordanoe  wHh 
a  plan  a^Moved  by  the  Commission  pnreuant  to 
section  llA(aK3)(^  of  the  ExdHO^  Act  Ride 
llAcl-S(b).  Sob  Securities  Exchange  Act  Releaae 
Na  15770  (April  2S,  1878).  44  FR  20002. 

"*ia  the  Status  Report  the  Commission  stated 
that  ‘*if  nationwide  price*  protection  la  to  be 
accomidished  in  a  fsir  manner  consistent  with  the 
purposes  of  the  Exchange  Act),  It  uhimateiy  should 
encompass  prot^on  to  aH  btqring  and  seffing 
intereat  displayed  by  a  particidar  nuoket  center  at 
part  of  Its  current  bid  or  offer  *  *  *.**  Statu  Report. 
Mpre  note  27,  at  28, 44  FR  at  SUM. 


36922 


Federal  Register  /  Vol  44.  No.  122  /  Friday.  June  22.  1979  /  Proposed  Rules 


exchanges  and  in  the  OTC  markets, 
without  application  of  existing  exchange 
off-board  trading  restrictions 
(“integrated  trading”).*®* 

Market  Linkage  Facilities 

Market  makers  in  OTC  securities 
currently  are  linked  with  each  other  and 
other  market  participants  only  by 
telephone.  However,  many  brokers  and 
market  makers  in  NASDAQ  securities  , 
have  developed  highly  efficient  “open 
line”  telephone  networks  which  provide 
quick  and  assured  access  to  each  other. 
Orders  for  such  securities  are  generally 
routed  {i.e.,  telephoned)  by  brokers  to 
market  makers  and  among  market 
makers  on  the  basis  of  quotations 
displayed  in  NASDAQ.  While  these 
“open  line”  networks  appear  adequate 
to  handle  order  inquiries  and 
transactions  for  present  trading  in  OTC 
securities,  the  Conunission  requests 
comment  regarding  whether  they  will 
prove  sufficient  to  achieve  nation-wide 
price  protection  for  public  limit  orders  or 
all  displayed  quotations.**® 


While  no  maricet  center  will  be  required  to 
trade  a  security  simply  because  it  has  been 
designated  a  national  mariiet  system  security,  the 
Commission  anticipates  approving,  pursuant  to 
Section  12(f)  of  the  Exchange  Act  exchange 
applications  for  unlisted  trading  privileges  for  OTC 
national  market  system  securities.  However,  the 
Commission  has  previously  stated  that  it  will  only 
approve  such  applications  if  off-board  trading 
restrictions  are  removed  with  respect  to  those 
securities  (See  January  Statement,  supra  note  16,  at 
46,  n.  63, 43  FR  at  4361  n.  63).  Furthermore,  the 
Commission  has  recently  announced  the 
commencement  of  a  proceeding  to  consider  the 
amendment  of  rules  of  national  securities 
exchanges  which  limit  or  condition  the  ability  of 
members  to  effect  transactions  off-board  in 
securities  traded  on  an  exchange  to  preclude  their 
application  to  securities  which  are,  or  at  any  time  in 
the  future  become,  exclusively  traded  in  the  over- 
the-counter  market.  If  the  Commission  determines 
to  require  such  amendments  to  exchange  off-board 
trading  rules,  securities  which  list  in  the  future  may 
also  be  subject  to  integrated  trading.  See  Securities 
Exchange  Act  Release  No.  15769  (April  28, 1979),  44 
FR  26668. 

“*lf  the  current  telephone  interconnections 
continue  to  be  employed  as  the  only  order  routing 
linkage  between  OTC  maiket  makers,  there  may  be 
signiffcant  limitations  on  the  ability  of  the  NASD 
and  the  Commission  to  surveil  for  executions  at 
prices  inferior  to  displayed  public  limit  orders  and 
quotations  in  national  market  system  securities 
which  are  traded  over-the-counter.  For  example,  the 
transaction  reporting  process  would  continue  to  be 
initiated  on  a  manual  basis  and  thus  subject  to 
timing  errors  caused  by  the  reporting  market  maker, 
who,  if  improper  activity  were  to  occur,  would  be 
interested  in  assuring  such  inaccuracy.  Accordingly, 
it  may  be  difficidt  to  determine  if  transaction 
reports  for  OTC  national  market  system  securities 
are  property  sequenced.  If  such  reports  are  out  of 
sequence  it  may  be  difficult,  if  not  impossible,  to 
determine  if  a  transaction  was  executed  at  a  price 
inferior  to  a  displayed  quotation.  Accordingly, 
comment  is  requested  regarding  whether  the  current 
OTC  trading  environment  would  provide  sufficient 
and  verifiable  information  to  permit  surveillance  of 
a  price  protection  requirement  initiajly  for  limit 
orders,  and  eventually  for  all  orders.  Commentators 
who  believe  that  surveillance  difficulties  will  arise 


Discussions  are  currently  in  progress 
between  participants  of  the  ITS  ***  and 
the  NASD  regarding  linking  third  market 
dealers  throii^  ITS.*** The  Commission 
understands  ffiat  these  discussions 
anticipate  that  linkage  of  the  third . 
market  will  be  initially  achieved  by 
providing  an  ITS  interface  only  with  the 
NASD  and  that  the  NASD  will  provide 
the  interface  with  all  interested  third 
market  makers.  At  least  at  this 
preliminary  stage,  the  Commission 
understands  that  the  contemplated 
linkage  will  involve  a  manual  link 
(through  open  telephone  lines)  between 
the  NASD  and  participating  third  market 
makers.  The  Commission  believes  that 
this  approach,  which  would  continue  to 
depend  on  telephone  interconnections 
between  the  NASD  and  OTC  market 
centers,  will  prove  to  be  too  slow  and 
cumbersome  to  provide  a  mechanism  for 
the  routing  of  orders  and  other  messages 
for  securities  which  are  the  subject  of 
integrated  trading,  at  least  where  OTC 
market  makers  are  significant 
competitors  for  order  flow  in  a 
particular  security.  The  Commission 
noted  in  the  Status  Report  that  the 
exigencies  of  active  trading  will 
ultimately  require  systems 
enhancements  in  ITS  which  would 
reduce  response  times  for  commitments 
sent  through  ITS  to  “signiffcantly  less 
than  one  minute.”  ***  llie  Commission 


because  of  improper  sequencing  of  reported 
transactions  should  discuss  whether  this  improper 
sequencing  may  also  hinder  the  ability  of  the  NASD 
and  the  Commission  to  surveil  OTC  market  makers 
in  national  market  system  securities  for 
overreaching  and  manipulative  activities. 

“*ln  the  January  Statement,  the  Commission 
called  for  the  prompt  development  of  market 
linkage  systems  to  permit  orders  in  securities 
qualified  for  trading  in  a  national  market  system  to 
^  promptly  and  efficiently  transmitted  from  one 
qualiffed  market  center  to  another.  January 
Statement  supra  note  16,  at  28-33, 43  FR  at  4358.  On 
March  9. 1978,  the  Amex,  BSE,  NYSE.  PSE  and  PhU 
joihtly  filed  with  the  Commission  a  "Plan  for  the 
Purpose  of  Creating  and  Operating  an  Intermaiket 
Communication  Linkage.”  On  Ap^  14, 1978,  the 
Commission  issued  a  temporary  order  pursuant  to 
Section  llA(a)(3)(B)  of  the  Act  approving  the 
implementation  of  the  ITS  for  a  period  of  120  days 
and,  on  August  11, 1978,  the  Commission  extended 
that  approval  for  an  additional  year.  Securities 
Exchange  Act  Release  Nos.  14661  (April  14, 1978) 
and  15058  (August  11, 1978).  43  FR  17419  and  36732. 

"*The  members  of  the  ITS  have  stated  that  ITS 
can  be  used  to  provide  nation-wide  limit  order 
protection  for  reported  securities  through  an 
enhanced  ITS.  Status  Report  supra  note  27,  at  25- 
26, 44  FR  at  20363-64.  Although  the  Commission 
indicated  that  ITS  participants  should  be  given  an 
opportunity  to  enhance  the  ITS  to  achieve  this  goal 
it  also  indicated  that  it  was  “prepared  to  explore 
alternative  m^anisms  for  reaching  this  goal,”  if 
ITS  does  not  "adequately  meet  the  needs  of  maiket 
professionals  in  an  environment  characterized  by 
an  affirmative  obligation  to  provide  inter-market 
price  protection  for  public  limit  orders  *  * 

Status  Report,  supra  note  27  at  26, 44  FR  at  20363- 
64. 

Status  Report,  supra  note  27.  at  22, 44  FR  at 
20363  (footnote  omitted). 


f 

understands  that  the  NASD  recognizes 
the  need  to  signiffcantly  enhance  the 
linkage  between  OTC  maiket  centers 
and  exchange  market  centers  and  is 
currently  studying  the  various  methods 
by  which  it  may  provide  such  an 
enhanced  capability. 

The  Commission  believes  that  it 
would  be  technologically  possible  to 
link  all  OTC  market  centers  with  each 
other  and  directly  with  the  exchanges 
by  means  of  an  interface  between  ITS 
and  an  enhanced  NASDAQ  system. 

Such  a  direct  NASDAQ/rre  linkage 
between  each  OTC  market  maker  and 
each  exchange  would  appear  to  be  a 
substantially  more  efficient  linkage  than 
the  ciurent  telephone  facilities  or  the 
proposed  manual  FTS-NASD  interface. 
The  NASD  has  proposed  that  NASDAQ 
could  be  enhanced  to  provide  a  national 
order  routing  system  (“NORS”)  which 
would  link  all  exchanges  and  OTC 
market  centers  with  each  other  and  with 
any  broker-dealer  desiring  to  send  or 
receive  messages  throughout  the  system 
and  would  permit  the  routing  of 
designated  orders  to  a  specific  market 
center  or  undesignated  orders  on  the 
basis  of  the  best  machine  displayed 
quotation.*** The  NASD  further 
indicated  that  NORS  could  have  the 
capability  of  both  receiving 
commitments  to  trade  and  providing  for 
automatic  execution  of  orders  exposed 
to  the  system  (if  a  particular  market 
center  wished  to  offer  that  option).*** 
Because  most  market  makers  for  OTC 
national  market  system  securities 
currently  participate  in  NASDAQ,  a 
limited  version  of  NORS,  in  which  the 
NASDAQ  system  was  electronically 
interfaced  with  ITS  and  the  NASD  acted ' 
as  a  concentrator  for  all  OTC  orders 
routed  through  that  system  to  an 
exchange,  might  provide  an  efficient  and 
inexpensive  linkage  system  for  those 
securities.**' Additionally,  because 
executions  could  be  automatically 


NASD,  Technical  Ran  for  the  Development  of 
a  National  Market  System  (May  1, 1978)  at  8-9, 
contained  in  File  No.  S7-73^A. 

"'It  should  be  noted  that  the  NASD  has  stated 
that  it  believes  that  “an  order  routing  system  with 
the  capability  for  computer  assisted  execution  that's 
accessible  to  all  btoker/dealers  must  be  in  place 
prior  to  the  inclusion  of  over-the-counter  securities 
in  the  qualiffed  category.  Off-board  market  makers 
must  have  the  necessary  technical  facilities  in  place 
in  order  to  allow  them  to  fairly  compete  with 
exchange  market  makers  and  to  insure  that  no 
market  maker  or  mariiet  place  has  a  mechanical 
advantage  in  the  system.”  NASD  June  Letter,  supra 
note  21,  at  2. 

"•With  respect  to  communications  between  OTC 
market  makers,  however,  such  a  system  might  prove 
to  be  a  slower,  less  efficient  means  of  linkage  than 
the  existing  system  of  telephone  interconnections. 
Communication  by  telephone  permits  two 
geographically  separate  maAet  makers  to  execute  a 
transaction  throu^  one  coi^unication  as  opposed 
to  the  two  or  more  messages  required  through  ITS. 
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reported  through  NORS,  transaction 
report  sequencing  concerns  would  be 
eliminated,  enhancing  the  NASD  and  the 
Commission  surveillance  capabilities. 
Furthermore,  because  of  the  current 
Widespread  use  of  NASDAQ  terminals, 
adaption  of  NASDAQ  into  an  order 
routing  system  may  be  the  most  evident 
means  to  permit  all  broker-dealers  to 
easily  access  aH  NASDAQ  market 
makers  without  significant  delays.*^* 

The  Commission  is  interested  in 
commentators*  views  as  to  whether 
NASDAQ  and  ITS  can  be  adapted  to 
provide  a  cost  effective  linkage  between 
OTC  and  exchange  market  centers 
which  will  permit  die  achievement  of 
nation-wide  price  protection,  initially  for 
limit,  and  eventually  for  all  orders  for 
securities  subject  to  integrated  trading, 
without  resultmg  in  substantial  trading 
anomalies.  **• 

If  commentat(H«  conclude  that  nation¬ 
wide  price  protection  for  OTC  national 
maricet  system  securities  and  securities 
subject  to  integrated  trading  caimot  be 
achieved  throu^  the  combination  of  an 
enhanced  NASDAQ  system  and  ITS 
discussed  above,  they  should 


'"See  text  aoooB^anying  note  63,  «((pra. 

''*Tke  Coeunission  noted  in  the  Status  Report 
that  "the  availability  of  a  neutral  order  routins 
mechanism  which  would  permit  a  hrm  easily  to 
shift  its  order  flow  from  one  market  center  to 
another”  would  faciiitate  compliance  by  broker- 
dealers  with  their  fiduciary  obligatioii  of  best 
execution  wHh  respect  to  retail  orders  and. 
additionally,  that  "development  of  order  routing 
facilities  wliidi  facilitate  the  routing  of  orders  to 
any  market  center  also  arill  contribute  to 
establishment  of  an  environment  satisfying  the 
statutory  objective  of  assuring  fair  competition 
among  brokers  end  dealers  and  among  markets.” 
Status  Report  mipra  note  27,  at  39-40, 44  FR  at 
20366  (footnote  omitted). 

''*'I1ie  Commission  has  previously  noted  that 
“Delays  in  the  transmission  and  execution  of  orders 
between  markets  may  disrupt  trading  on  bodi 
sending  and  receiving  markets.  Those  delays  may 
prevent  the  completion  of  transactions  on  fae 
sending  market  pending  receipt  of  execution  reports 
and  may  create  sequencing  difficulties  on  the 
reoeiving  market  Vat  example,  if  a  broker  desires  to 
execute  a  block  on  a  regional  exchange  at  194<i  (a 
price  away  from  the  current  maricet],  nation-wide 
price  protection  for  public  limit  orders  would 
require  the  brrdcer  to  delay  execution  of  that  part  of 
the  Mock  wliirdi  rrright  be  off-set  by  displayed  public 
limit  orders  at  a  better  price  pending  receipt  of  an 
execution  or  reiection  with  respect  to  those  orders. 
Thus,  if  another  market  is  dien  displaying  a  public 
limit  Older  to  buy  200  shares  at  19%,  Ae  broker 
handling  die  blo^  would  be  required  to  send  a  200 
share  order  for  execution  on  Ae  oAer  market.  If 
execution  of  the  200  share  order  were  delayed,  due 
to  Ae  mefficiency  of  Ae  senAng  and  execudon 
mechanism,  Aere  would  be  an  mcreased  likeUhood 
Aat  additional  pubhc  limit  orders  (for  example,  an 
order  to  buy  100  shares  at  20)  would  be  placed  on 
Ae  specialist’s  book  prior  to  execution  of  Ae  200 
share  order.  In  this  event,  presumably  Ae  200  share 
order  at  19%  would  be  executed,  notwi  AstanAng 
Ae  normal  priority  of  the  100  share  order  at  20, 
since  only  Aose  orders  displayed  at  the  moment  of 
transmission  would  be  entitled  to  protection." 

Status  Reporl  tttpra  note  27,  at  22-23  rL  28, 44  FR 
20363  n.  28. 


specifically  discuss  alternative 
mechanisms  for  reaching  this  goal  fw 
OTC  and  integrated  national  market 
system  securities.  For  example,  limit 
orders  from  varying  locations  could  be 
entered  into  an  electronic  trading 
facility,  modeled  after  the  Cincirmati 
Stock  ^change,  Inc.  ("CSE")  System.**® 
Similarly  a  central  limit  order  file 
("Central  File”)  of  the  type  described  in 
the  January  Statement,***  modified  to 
eliminate  time  priority  for  orders  stwed 
in  the  File  over  other  orders  in  the 
various  market  centers,  might  provide 
an  efficient  and  effective  means  for 
assuring  nation-wide  lintit  order 
protection  for  securities  traded  solely  or 
predominantly  in  the  OTC  market 

VI.  Effects  on  Competition 

Section  23(a)(2)  of  the  Exchange 
Act  ***  requires  the  Commission,  in 
adopting  rules  under  the  Exchange  Act 
to  consider  the  anti-competitive  effects 
of  such  regulation  and  to  balance  any 
anti-competitive  impact  against  the 
regulatory  benefits  gained  in  terms  of 


'*The  CSE  System,  Arough  an  electronic 
communications  network  maintained  by  Ae  CSE, 
enables  CSE  members,  wi  Aout  Ae  necessity  of 
maAtaining  a  pretence  on  Ae  floor  of  Ae  or 
any  oAer  exchange,  to  participate  in  a  market 
conducted  in  accordance  wiA  certain  auction-type 
trading  prindplea  by  entering  bids  and  offers  for 
■ecurities  for  Aeir  own  account  and  at  agente  for 
their  cuatomera*  acoounta.  In  addition.  CSE  ndea 
pennit  a  spedaliat  on  any  natknial  aeciuitiea 
exchange.  wiAout  becoming  a  member  of  Ae  CSE. 
to  enter  bids  and  offers  In  Ae  system  as  principal  or 
as  agent  m  any  security  in  which  Aat  specialist  is 
registered  on  another  exchange.  Chrdeta  entered  into 
the  CSE  System  are  stored  in  the  CSE’a  computer 
facilities  queued  for  execution  as  follows: 
priority  is  governed  first  by  price  (/.e^  Ae  hipest 
bid  and  lowest  offer)  and  eeoond.  aa  between  orders 
at  Ae  same  price,  by  thne  of  entry.  However,  public 
agency  orders  as  d^ned  in  Ae  CSS’s  rules, 
regardless  of  time  of  entry,  are  granted  priority  over 
oAer  orders  at  Ae  same  price.  See  Securities 
Exchange  Act  Release  No.  14674  (Aptfl  IS,  1978).  43 
FR  17894. 

'"The  Commisaion  proposed.  In  the  laiuiary 
Statement,  the  development  of  a  Centrd  File  Ato 
which  puMic  agency  limit  orders  could  be  entered 
and  queued  for  execution  A  accordance  wiA 
auction  traAng  prindplea  of  price  and  time  priority. 
January  Statement,  sqp/a  note  18  at  34-35, 43  FR  at 
4359.  Subsequently,  A  Ae  Status  Report  Ae 
Commission  noted  Aat  a  number  of  conunentetors 
had  asserted  that  a  “tnuference  for  public  limit 
orders”  would  create  "a  disincentive  to  [the] 
commitment  of  market  making  capital”  by  exchange 
market  makers  "and  would  eventually  lead  to  the 
elAunation  of  exchange  trading  floors  by 
Aexorably  fordng  all  trading  Ato  a  fully  automated 
trading  system."  Status  Report  sqpra  note  27.  at  17- 
18, 44  FR  at  20362.  (fooAote  omitt^).  ’The 
Commission,  while  noting  Aat  it  could  not  preAct 
accurately  Ae  consequences  of  implementing  the 
Central  File  as  proposed,  recognized  “Ae  poadbAty 
Aat  Atroduction  of  a  system  ^sed  upon  the 
absolute  time  priority  concept  could  ^ve  a  raAcal 
and  potentially  disrt^ve  intact  on  Ae  trading 
process  as  H  exists  today.”  a^  stated  Aat  industry 
and  Commiasion  efforts  should  be  concentrated  on 
Ae  achievement  of  nationwide  price  protection  for 
all  public  limit  orders.  Id.  at  19. 44  FR  at  20382. 

'"15  U.S.C.  7»w(aH2). 


furthering  the  purposes  trf  tiie  Exchange 
Act  The  Commission  has  examined 
Proposed  Rule  llAa2-l  in  light  of  ffio 
standards  cited  in  Section  2^a)  and  is 
imable  to  conclude,  as  an  initial  mattff. 
that  adoption  of  the  proposed  rale 
would  impose  any  burden  on 
competition  not  necessary  or 
appropriate  in  furtherance  of  the 
purposes  of  tiie  Exchange  Act  Hie 
Conunission  is  aware  of  the  view  that 
inclusion  of  OTC  securities  in  certain 
national  market  system  facilities  may 
result  in  a  disincentive  to  market 
making,  which,  in  turn,  may  effect  the 
capital-raising  capacities  of  the  issuers 
of  those  securities.  While  the 
Commission  has  requested  public 
comment  with  regaid  to  the  accuracy  of 
these  alignments,  it  believes,  as  a 
preliminary  matter,  that  any  such  effect 
is  outwei^ed  by  the  substantial 
benefits  provided  by  disclosure  d 
transaction  and  quotation 
information  ***  and  the  possibility  that 
designation  as  a  national  maiket  system 
security  will  assure  a  greater 
opportunity  for  competition  among 
market  centers  with  respect  to  tiu^ 
securities.  However,  comment  is. 
requested  on  this  as  well  as  any  other 
effects  on  competition  whidi  mi^t 
result  from  the  adoptimi  of  tiie  proposed 
rale. 

Vn.  Text  of  Proposed  Rule 

The  Securities  and  Exchange 
Commission  hereby  proposes  Rule 
llAa2-l  (17  CFR  240.1lAa2-l)  pursuant 
to  its  authority  under  the  Securities 
Exchange  Act  of  1934  (15  U.S.C.  78a  et 
seq.,  as  amended  by  Pub.  L  No.  94-29 
(June  4, 1975)),  and  particulariy  Sections 
2. 3.«.  10. 11,  llA,  15. 17  and  23  thereof 
(15  U.S.C.  78b.  78c.  78f,  78j,  78k,  78k-l. 
TBa  78q  and  78w).  The  text  of  foe 
proposed  rule  is  as  follows: 

S240.11Aa2-1  Designation  d  quaflfied 
securitiea. 

(a)  Definitions.  For  purposes  of  fots 
section: 

(1)  The  term  "national  maiket  system 
security”  shall  mean  any  equity  security 
which  is  qualified  for  trading  in  foe 
national  market  system  or  any  facility  or 
subsystem  foereof  by  virtue  of 
designation  in  accordance  with  a 
designation  plan  filed  wifo,  and 
approved  by,  foe  Commission  pursuant 
to  paragraphs  (d)  and  (e)  of  this  section:; 
Provided,  however,  That  any  such 
security  shall  cease  to  be  a  national 
market  system  security  if  its  desgination 
has  been  revoked,  or  during  any  period 
its  designation  has  been  suspended,  in^ 


'**Sra  text  accompanying  notes  94-96.  tupra. 
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acccndance  with  such  a  designation 
plan. 

(2)  The  term  "listed  equity  security" 
shall  mean  any  equity  security  listed  or 
admitted  to  unlisted  trading  privileges 
on  a  national  securities  exchange 
(“exchange”). 

(3)  The  term  "reported  security”  shall 
mean  any  equity  security  for  which 
transaction  reports  are  collected, 
processed  and  made  available  pusuant 
to  §  240.1lAa3-l  (Rule  llAa3-l  under 
the  Act). 

(4)  The  term  “NASDAQ  security” 
shall  mean  an  equity  security  for  which 
quotation  information  is  disseminated  in 
die  NASDAQ  electronic  inter-dealer 
quotation  system  ("NASDAQ”). 

(5)  The  term  “registered  security” 
shall  mean  any  security  which  is  (i) 
registered  pursuant  to  section  12(b)  or 
12(g)  of  the  Act,  (ii)  issued  by  an 
insurance  company  meeting  the 
conditions  of  section  12(g)(2)(G)  of  the 
Act,  or  (iii)  registered  under  the 
Securities  Act  of  1933  and  is  issued  by  a 
closed-end  management  investment 
company  registered  under  section  8  of 
the  Investment  Company  Act  of  1940. 

(6)  The  term  “market  center,”  when 
used  with  respect  to  a  particular  equity 
security,  shall  mean 

(i)  Any  exchange  on  which  such 
seciuity  is  listed  or  admitted  to  unlisted 
trading  privileges  and  for  which  such 
exchange  communicates  quotations  on  a 
regular  and  continuous  basis  pursuant  to 
I  240.1lAcl-l  (Rule  llAcl-1  imder  the 
Act),  and 

(ii)  Any  over-the-counter  market 
maker  who  acts  in  that  capacity  with 
respect  to  such  security. 

(7)  The  term  “propsective  market 
center,”  when  used  with  respect  to  a 
particular  equity  security,  shall  mean 

(i)  An  exchange  which  represents  that 
it  will 

(A)  Apply  for  unlisted  trading 
privileges  for  such  security  if  that 
security  is  designated  as  a  national 
market  system  security,  and  (B)  if  such 
unlisted  trading  privileges  are  granted, 
assign  a  market  maker  registered  on  that 
exchange  as  such  who  will  communicate 
quotations  for  that  security  on  a  regular 
and  continuous  basis  for  a  period  of  at 
least  six  months  following  such  grant,  or 

(ii)  Any  over-the-counter  market 
maker  which  represents  that,  if  that 
security  is  designated  as  a  national 
market  system  security,  it  will  act  in  the 
capacity  of  an  over-the-counter  market 
maker  with  respect  to  that  security  on  a 
regular  and  continuous  basis  for  a 
period  of  at  least  six  months  following 
such  designation. 

(8)  The  term  “over-the-counter  market 
maker,"  when  used  with  respect  to  a 


particular  equity  seciirity,  shall  mean 
any  broker  or  dealer  (other  than  a 
person  making  markets  exclusively  in 
odd-lots)  which  holds  itself  out  as  being 
willing  to  buy  and  sell  that  security  for 
its  own  account  on  a  regular  and' 
continous  basis  otherwise  than  on  an 
exchange  in  amounts  of  less  than  block 
size  and  which 

(i)  Communicates  quotations  for  that 
security  to  the  National  Association  of 
Securites  Dealers,  Inc.  (“NASD”)  on  a 
regular  and  continuous  basis  pursuant  to 
fi  240.1lAcl-l  (Rule  llAcl-1  under  the 
Act),  or 

(ii)  Is  authorized  to  disseminate  its 
quotations  for  that  secmity  in  NASDAQ 
and  makes  such  quotations  available 
through  that  system  on  a  regiilar  and 
continuous  basis. 

(9)  The  term  “price  per  share”  for  any 
particular  business  day  shall  mean 

(i)  In  the  case  of  a  listed  equity 
security  which  is  a  reported  security  on 
that  day,  the  price  contained  in  the  final 
transaction  report  for  that  security  made 
available  on  that  day  pursuant  to  an 
effective  transaction  reporting  plan; 

(ii)  In  the  case  of  a  listed  equity 
security  which  is  not  a  reported  security 
on  that  day,  the  price  of  the  closing 
transaction  foi/that  day  on  the  principal 
exchange  market  for  that  security,  or  in 
the  event  there  are  no  transactions  on 
that  day  for  the  security  on  the  principal 
exchange  market,  the  closing  bid  price 
on  such  exchange:  Provided,  however. 
That  if  that  security  is  a  NASDAQ 
security  on  that  day  and  if  during  the 
twelve  calendar  months  preceedUng  the 
month  of  the  business  day  involved,  the 
aggregate  share  volume  for  that  security 
reported  to  the  NASD  pursuant  to 
Schedule  D  of  its  by-laws  as  having 
been  executed  otherwise  than  on  an 
exchange  exceeds  the  aggregate  share 
volume  in  all  exchange  markets,  as 
measured  by  the  number  of  round  lots 
executed  in  all  such  markets,  the  “price 
per  share”  for  that  business  day  shall  be 
the  highest  bid  price  displayed  on  Level 
2  of  NASDAQ  at  4:00  p.m.  Eastern  time: 
or 

(iii)  In  the  case  of  a  security  which,  on 
that  day,  is  not  a  listed  equity  security 
but  is  a  NASDAQ  security,  the  highest 
bid  price  displayed  on  Level  2  of 
NASDAQ  at  4:00  p.m.  Eastern  time. 

(10)  The  term  “designation  plan”  shall 
mean  any  plan  for  establishing  (i) 
procedures  for  designating  equity 
securities  as  national  market  system 
securities  in  accordance  with  the 
standards  set  forth  in  paragraph  (c)  of 
this  section,  (ii)  maintenance  standards 
for  equity  securities  so  designated,  and 

(iii)  procedures  for  revoking  or 
suspending  the  designation  of  an  equity 


security  as  a  national  market  system 
security  upon  failure  to  meet  established 
maintenance  standards  or  upon  other 
specified  criteria. 

(11)  The  term  “effective  designation 
plan”  shall  mean  any  designation  plan , 
approved  by  the  Commission  pursuant 
to  this  section. 

(12)  The  term  “designating  body”  shall 
mean  any  person  authorized  to 
implement  or  administer  any 
designation  plan  on  behalf  of  persons 
acting  jointly  in  accordance  with 
paragraphs  (d)  and'(e)  of  this  section. 

(13)  liie  terms  “transaction  report” 
and  “effective  transaction  reporting 
plan”  shall  have  the  meaning  provided 
in  §  240.11A3-1  (Ruled  llAa3-l  under 
the  Act). 

(14)  The  terms  “quotation"  and 
“quotation  information”  shall  have  the 
meaning  provided  in  $  240.1lAcl-2 
(Rule  llAcl-2  under  the  Act). 

(b)  Terms  of  Designation.  (1)  Any 
registered  equity  security  (other  than  an 
exempted  security,  a  debenture  or  a  put 
option  or  call  option  issued  by  the 
Options  Clearing  Corporation)  which 
meets  each  standard  set  forth  in 
paragraph  (c)(1)  of  this  section  (“Tier  1 
Security”)  shall  be  designated  as  a 
national  market  system  security  without 
application. 

(2)  Any  registered  equity  security  not 
described  in  paragraph  (b)(1)  of  this 
section  (other  than  an  exempted 
security,  a  debenture  or  a  put  option  or 
call  option  issued  by  the  Options 
Clearing  Corporation)  which 
substantially  meets  the  standards  set 
forth  in  paragraph  (c)(2)  of  this  section 
(“Tier  2  Security”)  shall  be  eligible  for 
designation  as  a  national  market  system 
security  upon  application  of  the  issuer 
or  two  or  more  market  centers  which  are 
active  or  prospective  market  centers 
with  respect  to  such  security. 

(3)  Determinations  that  particular 
securities  are  Tier  1  or  Tier  2  Securities, 
and  designation  of  such  securities  as 
national  market  system  securities 
following  such  determination,  shall  be 
made  in  accordance  with  the  terms  of  an 
effective  designation  plan  filed  with, 
and  approved  by,  the  Commission 
pursuant  to  paragraphs  (d)  and  (e)  of 
this  section.  Any  security  which  has 
been  designated  as  a  national  market 
system  security  pursuant  to  this  section 
shall  be  qualified  for  trading  in  the 
national  market  system  or  any  facility  or 
subsystem  thereof:  Provided,  however. 
That  any  such  security  shall  cease  to  be 
so  qualified  if  its  designation  has  been 
revoked,  or  during  any  period  its 
designation  has  been  suspended,  in 
accordance  with  the  terms  of  an 
effective  designation  plan. 
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(c)  Standards  for  Designation.  The 
following  standards  shall  be  used  in 
determining  Tier  1  and  Tier  2  Securities: 

(1)  Tier  1  Standards,  (i)  Standards 
relating  to  assets  and  earning  power  of 
the  issuer  of  the  security.  All  values 
(except  where  otherwise  indicated]  are 
to  be  taken  from  the  issuer’s  most  i;pcent 
annual  report  or  Form  10-K  ($249,310  of 
this  chapter)  fried  with  the  Commission 
pursuant  to  section  13  or  15(d)  of  the 
Act. 

(A)  Total  assets  of  at  least  ($2,000,000, 
$1,750,000,  $1,000,000): 

(B)  Net  tangible  assets  of  at  least 
($2,000,000,  $1,500,000,  $1,000,000); 

(C)  Capital  and  siuplus  of  at  least 
($500,000,  $250,000,  $200,000);  and 

(D)  Earnings  after  taxes  of  at  least 
($250,000,  $200,000,  $100,000)  for  the 
most  recent  frscal  year  and  ($500,000, 
$250,000,  $100,000)  for  each  of  the  two 
preceding  frscal  years. 

(ii)  Standards  relating  to  distribution 
of  the  security.  All  values  are  to  be 
computed  as  of  a  date  established  in 
accordance  with  the  terms  of  an 
effective  designation  plan  fried  with, 
and  approved  by,  the  Commission 
pursuant  to  paragraphs  (d)  and  (e)  of 
this  section.  Determination  of  benefrcial 
ownership  shall  be  made  in  accordance 
with  §240.13d-3  (Rule  13d-3  under  the 
Act). 

(A)  At  least  (2.000,  500)  holders  of 
record  of  100  shares  or  more:  and 

(B)  At  least  (1,000,000  400,000)  shares 
held  by  persons  other  than  officers, 
directors,  or  persons  owning  of  record  or 
beneficially  10  per  cent  or  more  of  the 
outstanding  shares  of  the  security 
(“publicly  held  shares’”). 

(iii)  Standards  relating  to  market 
activity.  All  values  are  to  be  computed 
as  of  a  date  established  in  accordance 
with  the  terms  of  the  effective 
designation  plan  filed  with,  and 
approved  by,  the  Commission  pursuant 
to  paragraphs  (d)  and  (e)  of  this  section. 

(A)  Market  value  of  publicly  held 
shares  of  at  least  ($18,000,000, 
$13,000,000) 

(B)  Price  per  share  of  at  least  ($10,  $5) 
and 

(C)  Average  share  volume  of  trading 
per  month  for  at  least  six  consecutive 
months  of  (600,000,  350,000, 175,000). 

(iv)  Standard  relating  to  multiple 
market  interest.  At  least  three  market 
centers  for  that  security  or  class  of 
securities  on  at  least  90  percent  of  the 
business  days  during  the  six  months 
prior  to  designation. 

(2)  Tier  2  Standards,  (i)  Standards 
relating  to  assets  and  earning  power  of 
the  issuer  of  the  security.  All  values 
(except  where  otherwise  indicated)  are 
to  be  taken  from  the  issuer’s  most  recent 


annual  report  or  Form  10-K  (§  249.310  of 
this  chapter)  fried  with  the  Commission 
pursuant  to  section  13  or  15(d)  of  the 
Act. 

(A)  Total  assets  of  at  least  ($2,000,000, 
$1,^50.000,  $1,000,000); 

(B)  Net  tangible  assets  of  at  least 
($2,000,000,  $1,500,000,  $1,000,000); 

(C)  Capital  and  surplus  of  at  least 
($500,000,  $250,000,  $200,000);  and 

(D)  Earnings  after  taxes  of  at  least 
($250,000,  $200,000,  $100,000]  for  the 
most  recent  frscal  year  and  ($500,000, 
$250,000,  $100,000)  for  each  of  the  two 
preceding  frscal  years. 

(ii)  Standards  relating  to  distribution 

of  the  seciuity.  All  values  are  to  be 
computed  as  of  a  date  established  in 
accordance  with  the  terms  of  an 
effective  designation  plan  fried  with, 
and  approved  by,  the  Commission 
pursuant  to  paragraphs  (d)  and  (e)  of 
this  section  and  in  accordance  with  17 
CFR  Part  210.  Determination  of 
benefrcial  ownership  shall  be  made  in 
accordance  with  §  240.13d-3  (Rule  13d-3 
under  the  Act).  « 

(A)  At  least  (500, 450, 400]  holders  of 
record  of  100  shares  or  more;  and 

(B)  At  least  (400,000,  300,000,  200,000) 
publicly  held  shares. 

(iii)  Standards  relating  to  market 
activity.  All  values  are  to  be  computed 
as  of  a  date  established  in  accordance 
with  the  terms  of  an  effective 
designation  plan  fried  with,  and 
approved  by,  the  Commission  pursuant 
to  paragraphs  (d)  and  (e)  of  this  section. 

(A)  Market  value  of  publicly  held 
shares  of  at  least  ($3,000,000,  $1,000,000, 
$500,000): 

(B)  Price  per  share  of  at  least  ($5,  $3)  . 
and 

(C)  Average  share  volume  of  trading 
per  month  for  at  least  six  consecutive 
months  of  (100,000,  50,000, 15,0000). 

(iv)  Standard  relating  to  multiple 
market  interest.  At  least  two  market 
centers  for  that  security  or  class  of 
securities,  on  at  least  90  percent  of  the 
business  days  during  the  six  month  prior 
to  designation. 

(d)  Filing  of  designation  plan.  (1)  On 
or  before  December  31, 1979,  every 
exchange  which  collects,  processes  and 
makes  available  transaction  reports 
with  respect  to  transactions  effected 
through  its  facilities  in  accordance  with 
$  240.1lAa3-l  (Rule  llAa3-l  under  the 
Act),  and  every  national  securities 
association  ("association”)  which  has 
one  or  more  members  who  transmit  to  it 
transaction  reports  in  accordance  with 
§  240.1lAa3-l  (Rule  llAa3-l  imder  the 
Act)  shall  act  jointly  in  frling  with  the 
Commission  a  designation  plan. 

(2)  Any  designation  plan  fried  * 
pursuant  to  this  section  shall  include 


copies  of  all  governing  or  constitutent 
docmnents  relating  to  any  designation 
body  which  may  be  established  to 
implement  or  administer  the  plan  and 
shall  specify,  at  a  minimiim: 

(i)  Procedures  for  determining  whether 
particular  securities  are  Tier  1  or  Tier  2 
Securities  and  for  designating  such 
securities  as  national  market  system 
securities  foUovnng  such 
determinations; 

(ii)  Criteria  for  determining  whether 
securities  substantially  meet  the 
standards  set  forth  in  paragraph  (c)(2)  of 
this  section  and  for  evaluating  whether 
particular  Tier  2  Secmities  should  be 
designated  as  national  market  system 
securities.  Evaluation  of  Tier  2 
Secmities  may  include,  in  addition  to 
the  standards  set  forth  in  paragraph 
(c](2]  of  this  section,  any  comments  of 
the  issuer  and  the  possible  effects 
designation  may  have  on  the  quality  of 
markets  for  such  security; 

(iii)  Appropriate  maintenance 
standards  for  securities  designated 
pursuant  to  this  section; 

(iv)  Procedures  for  resolving  or 
suspending  the  designation  of  a  security 
in  accordance  with  the  maintenance 
standards  established  in  the  designation 
plan; 

(v)  Maximum  time  limits  for 
designation  of  Tier  1  Securities  and  for 
action  v\rith  respect  to  applications  for 
designation  of  Tier  2  Seciirities  filed  by 
issuers,  market  centers  or  prospective 
market  centers;  and 

(vi)  Procedures  and  mechanisms  for 
providing,  from  time  to  time,  to  brokers, 
dealers,  self-regulatory  organizations, 
investors  and  the  Commission  a  list  of 
those  securities  designated  as  national 
market  system  securities  pursuant  to 
this  section  and  for  updating  that  list  as 
necessary. 

(3)  Any  designation  plan  fried  with  ttie 
Commission  pursuant  to  this  section 
shall  provide  that  it  shall  not  become 
operational  with  respect  to  either  Tier  1 
Securities  or  Tier  2  Securities  prior  to 
the  adoption  by  the  Commission  of 
amendments  to  $  240.1lAa^l  (Rule 
llAa3-l  under  the  Act]  to  require  tibiat 
transaction  reports  with  respect  to 
transactions  in  such  securities  be  made 
available  pursuant  to  that  section. 

(4)  The  persons  who  have  fried  a 
designation  plan  which  has  been 
approved  by  the  Commission  pursuant 
to  this  section  may  jointly  propose  an 
amendment  to  such  plan  by  Ming  the 
form  of  such  proposed  amendment  with 
the  Commission,  together  with  a 
statement  of  the  purpose  of,  and  the 
basis  under  the  Act  for,  such 
amendment. 
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(e)  Effectiveness  of  designation  plan. 

(1)  llie  Commission  shall  publish  notice 
of  the  niing  of  any  designation  plan,  or 
any  proposed  amendment  to  any 
effective  designation  plan  (“proposed 
amendment"),  together  with  the  terms  of 
substance  in  the  filing  or  a  description  of 
the  subjects  and  issues  involved,  and 
shall  provide  interested  persons  an 
opportimity  to  submit  written  comments. 

(2)  No  designation  plan  filed  pursuant 
to  this  section,  or  amendment  to  an 
effective  designation  plan,  shall  be  come 
effective  unless  the  Commission,  having 
due  regard  for  the  public  interest,  the 
protection  of  investors,  the  maintenance 
of  fair  and  orderly  markets,  and  the 
need  to  remove  impediments  to,  and 
perfect  the  mechanisms  of,  a  national 
market  system  shall,  after  appropriate 
notice  and  opportimity  for  comment,  by 
order,  approve  such  conditions  as  the 
Commission  may  deem  necessary  or 
appropriate. 

(3)  Notwithstanding  the  provisions  of 
paragraph  (e)(2)  of  this  section,  a 
proposed  amendment  may  be  put  into 
effect  upon  publication  of  notice  of  such 
amendment  on  a  temporary  basis  not  to 
exceed  120  days,  if  the  Commission 
finds  that  (i)  such  action  is  necessary  or 
appropriate  in  the  public  interest  for  the 
protection  of  investors  or  the 
maintenance  of  fair  and  orderly 
maricets,  to  facilitate  the  establishment 
of  a  national  market  system  or 
otherwise  in  furtherance  of  the  purposes 
of  the  Act  or  (ii)  the  proposed 
amendment  involves  only  technical  or 
ministerial  matters. 

(f)  Appeals.  The  Commission  may 
entertain  appeals  in  connection  wi^  the 
operation  of  any  effective  designation 
plan  as  follows: 

(1)  Any  action  taken  or  failure  to  act 
by  any  person  in  connection  with  an 
effective  designation  plan  regarding 
either  the  designation  of  a  security,  or 
the  revocation  or  suspension  of  any 
such  designation,  shall  be  subject  to 
review  by  the  Commission,  on  its  own 
motion  or  upon  application  by  any 
person  aggrieved  thereby  (including  but 
not  limited  to  exchanges,  associations, 
brokers,  dealers,  and  issuers),  filed 
within  30  days  after  such  action  or 
failure  to  act  or  within  such  longer 
period  as  the  Commission  may 
determine. 

(2)  Application  to  the  Commission  for 
review,  or  the  institution  to  the 
Commission  on  its  own  motion,  shall  not 
operate  as  a  stay  of  any  such  action 
unless  the  Conunission  determines 
otherwise,  after  notice  and  opportimity 
for  hearing  on  the  question  of  a  stay 
(which  hearing  may  consist  only  of 
affidavits  or  oral  arguments). 


(3)  In  any  proceedings  for  review,  if 
the  Commission  after  appropriate  notice 
and  opportunity  for  hearing  (which 
hearing  may  consist  solely  of 
consideration  of  the  record  of  any 
proceedings  conducted  in  connection 
with  such  action  or  failure  to  act  and  an 
opportunity  for  the  presentation  of 
reasons  supporting  or  opposing  such 
action  or  failure  to  act),  upon 
consideration  of  such  other  evidence  as 
it  deems  relevant,  determines  that  the 
action  or  failure  to  act  is  in  accord  with 
the  applicable  provisions  of  such  plan 
and  Aat  the  applicable  provisions  are, 
and  were,  applied  in  a  manner 
consistent  vdth  the  public  interest,  the 
protection  of  investors,  the  maintenance 
of  fair  and  orderly  maricets  and  the 
removal  of  impediments  to,  and 
perfection  of  die  mechanisms  of,  a 
national  market  system,  the  Commission 
shall,  by  order,  dismiss  the  proceeding. 

If  the  Commission  does  not  make  any 
such  finding,  or  if  it  finds  that  such 
.  action  or  failure  to  act  imposes  any 
burden  on  competition  not  necessary  or 
appropriate  in  furtherance  of  the  public 
interest,  the  protection  of  investors,  the 
maintenance  of  fair  and  orderly  markets 
or  the  removal  of  impediments  to,  and 
perfection  of  the  mechanisms  of,  a 
national  market  system,  the  Commission 
shall,  by  order,  set  aside  such  action 
and/or  require  such  action  with  respect 
to  the  matter  reviewed  as  the 
Commission  deems  appropriate  in 
accordance  with  the  public  interest  and 
the  protection  of  investors,  the 
maintenance  of  fair  and  orderly 
markets,  and  the  removal  of 
impediments  to,  and  perfection  of  the 
mechanisms  of,  a  national  market 
system. 

(g)  Exemptions.  The  Commission  may 
exempt  from  the  provisions  of  this 
section,  either  unconditionally  or  on 
specified  terms  and  conditions,  any 
exchange,  association,  or  security  if  the 
Commission  determines  that  such 
exemption  is  consistent  with  the  public 
interest,  the  protection  of  investors,  the 
maintenance  of  fair  and  orderly  markets , 
and  the  removal  of  impediments  to,  and 
perfection  of  the  mechanism  of,  a 
national  market  system. 

(Secs.  2.  3.  e.  la  11,  llA  15. 17. 23. 48  Stat. 

881, 882, 885, 801, 895, 897, 901,  as  amended 
by  secs.  2, 3, 4, 6, 11, 14, 18,  Pub.  L  94-29, 89 
Stat  97, 104, 110, 121, 137, 155  (15  U.S.C.  78b, 
78c,  78k,  78o,  78q,  78w,  as  amended  by  Pub.  L 
94-29  (June  4, 1975));  sec.  10.  Pub.  L  78-291, 

48  Stat  89  (15  U.S.C  78j):  sec.  7.  Pub.  L  94-29, 
89  Stat  m  (15  U.S.C  78k-l)) 

Interested  persons  are  invited  to 
submit  written  presentations  of  views, 
data  and  arguments  concerning 
Proposed  Rule  llAa2-l  under  the 


Exchange  Act  the  proposed 
amendments  to  Rule  17a-15  under  the 
Exchange  Act  (or  Proposed  Rule  11  Aa3- 
1,  if  adopted)  and  the  issues  discussed 
above,  including  any  impact  on 
competition  which  would  result  fi^m  the 
adoption  of  the  proposed  regulatory 
initiatives.  Persons  wishing  to  make 
such  submissions  should  file  ten  copies 
thereof  with  George  A.  Fitzsimmons, 
Secretary.  Securities  and  Exchange 
Commission,  Room  892,  500  North 
Capitol  Street,  Washington,  D.C.  20549, 
not  later  than  August  15, 1979.  All 
submissions  should  refer  to  File  No.  S7- 
787  and  will  be  available  for  public 
inspection  at  the  Commission’s  Public 
Reference  Room,  Room  6101, 1100  L 
Street,  NW.,  Washington,  D.C. 

By  the  Commission. 

George  A  Fitzsimmons, 

Secretary. 

June  15, 1979. 
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